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PROCEEDI NGS

MR. HYMAN: Good norning. Thank you all for
com ng to our Health Care and Conpetition Law and Policy
Wor kshop. My name is David Hyman and |'m a speci al
counsel here at the Federal Trade Conm ssion. Rank
has its privileges, and the chairman of the Federal Trade
Conmi ssion is here to kick things off, Chairman Tim Miuris.

CHAI RMAN MJURI S:  Thank you very nuch, Davi d.

On behalf of ny fellow Conm ssioners, it's ny
pl easure to wel cone you to the Federal Trade
Comm ssion's Workshop on Health Care and Conpetition
Law and Policy. This two-day event will consider the
i npact of conpetition law and policy on the cost, quality
and availability of health care, as well as on the
i ncentives for innovation.

Health care spendi ng accounts for a substanti al
part of our nation's GDP. Conpetition |aw and policy
shoul d support and encourage both the efficient delivery
of health care products and services and i nnovation,

t hrough new and i nproved drugs, treatnments, and delivery
options. Devel oping and inplenenting conpetition policy
for health care raises conplex and sensitive issues.

The goal of this workshop is to pronote

di al ogue, | earning, and consensus anong all interested
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parties. | want to thank David Hyman in the Ofice of

t he General Counsel, who with Bill Kovacic, Susan
DeSanti, Angela W/ son, and Sarah Matthi as organi zed the
wor kshop. They have put together two days of

proceedi ngs, featuring five panels and nore than a dozen
experts. W appreciate the willingness of those
participating to share with us their perspectives.

The FTC has a long history in applying
conpetition policy to health care. In the m d-1970s,

t he Bureau of Conpetition formed a group to investigate
potential antitrust violations involving health care.
As an Assistant to the Director of the FTC s Policy

O fice, I was proud to help launch this effort.

A series of inportant cases followed, as the
Comm ssion identified and addressed anticonpetitive
conduct by every conceivable entity involved in health
care. The Bureau of Consunmer Protection has also had an
inportant role in health care, challenging the deceptive
advertising of a variety of health-related products and
servi ces.

The Bureau of Econom cs assists the other
bureaus in pursuing these enforcenent initiatives. It
has al so published several inportant papers on health
care and conpetition. The Bureau of Econom cs sponsored

a major conference on the role of conpetition in health
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care in 1977, which resulted in a well-known book,
Conpetition in the Health Care Sector: Past, Present,
and Future.

We are pleased today to have the person who
organi zed that conference and edited the book, Warren
Greenberg, on our first panel this afternoon. At the
time of that conference, Warren was a staff econom st
at the FTC. He is now a professor at George Washi ngton
Uni versity.

More recently, the Conm ssion has brought cases
i nvolving price fixing by physicians and unfair nmethods
of conpetition by pharmaceutical conpanies that del ayed
the entry of generic drugs for the treatnment of high
bl ood pressure, anxiety, and angina. Details of these
cases are in the bound materials you received this
nor ni ng.

We are also | ooking hard at consummated hospital
mergers to determ ne whether there have been
anti conpetitive consequences. W w |l seek
adm ni strative redress if we find evidence of such
conduct and have a vi abl e renedy.

The heads of our Bureaus of Conpetition,
Consuner Protection, and Econom cs, who are speaking
later this nmorning, will detail the Comm ssion's recent

initiatives in health care. We have increased the
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resources devoted to this industry and we are now seeing
the results.

Qur enforcenent efforts in the health care
sector have been conpl enmented by our partners at the
Department of Justice and the State Attorneys General.
You will be hearing fromrepresentatives of both |ater
this morning as they discuss their own initiatives.

In addition to enforcenent authority, the
Conmi ssi on has unique jurisdiction to identify, analyze,
and report on conpetition and consuner protection issues
of major inportance. Using this authority, in July, we
rel eased a study on certain aspects of generic drug
conpetition under the Hatch-Waxman anmendnents. The
study exam ned whet her the Conm ssion's enforcenent
actions against alleged anticonpetitive agreenents,
which relied on certain Hatch-Waxman provi sions, were
i sol ated exanpl es or represented conduct frequently
undertaken by pharnmaceutical conpanies.

The study al so exam ned, nore broadly, how the
process that Hatch-Waxman established to permt generic
entry prior to expiration of a brand nanme drug patent
has wor ked between 1992 and 2000. M chael W obl ewski of
the Comm ssion staff will speak in nore detail tonorrow
af t ernoon about this study.

This workshop is also part of the FTC s research
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agenda, and we hope to continue with other research
pr oj ect s.

The FTC is the only federal agency with both
consumer protection and conpetition jurisdiction
over broad sectors of the econonmy. The Comm ssion
enforces |laws that prohibit business practices that are
anticonpetitive, deceptive, or unfair to consuners. The
Conmi ssi on al so pronmotes i nformed choice and public
under st andi ng of the conpetitive process.

| hope this workshop will help illum nate the
ways that conpetition |aw and policy can have a positive
i npact on the health care sector, and ensure that
Americans receive top value for their health care
dol | ars.

Obvi ously, a two-day workshop cannot do justice
to the scope and conplexity of a subject like health
care and conpetition. There are at |east a dozen
i nportant topics we will not cover, such as hospital
mergers, fraudulent health clainms, vertical integration,
and the boundaries of the State Action Exenption. W

hope to address these issues in the future.

So, welcone, and thank you very nuch. | | ook
forward to learning a lot fromyou all. Thank you.
(Appl ause.)

MR. HYMAN: Thank you, Chairman Mirris.
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Sone basic | ogistical announcenents. First, the
t echnol ogy peopl e requested that everyone turn off their
cell phones, because they apparently interfere with the
taping of this workshop. |It's also irritating to the people
near you, but that's a separate issue.

Second, there are bathroonms right outside and
there are bathrooms on each floor, if you're in one of
the overfl ow roons.

Third, there will be about an hour and a half
for lunch. There's a hand-out sheet that lists a variety
of nearby locations for lunch, if you' re not famliar
with the nei ghborhood.

Fourth, there are hand-outs outside. There are
four hand-outs that the Conmm ssion has prepared. There's
the tan book that includes biographies of all of the
speakers and a variety of docunents relating to actions
t hat the various bureaus have taken, both enforcenent
and research related. There's the generic drug study
that was prepared by the O fice of General Counsel that
the chairman just alluded to. There's an annual report from
t he Comm ssion, and then there's an agenda separate and
apart fromthe agenda that's included in the tan book,

al though they're identical. W just thought it would be

sinpler if you had two. |Individual speakers may have hand-outs.

There are three of themout there currently. There nmay
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be nmore during the course -- actually four of them --
t her e may be nore speaker hand-outs during the course of the workshop.
So, please check periodically.

We're going to very aggressively try to keep on
time, because we know peopl e have schedul es to keep as well
To the extent we don't, your indulgence is appreciated.
There will not be questions fromthe floor. However, as the
Federal Notice Register reflects, the deadline for corments i n response
to the workshop i s Septenber 30th. So, you have several weeks to go
back and i f you were very unhappy wi t h sonet hi ng soneone sai d, the
abilitytorespondat lengthinwiting, | suggest, is probably far
superior to yelling at themin front
of an audi ence.

And let nme see if there's anything else. CQur
first speaker today who will be providing an overvi ew of
the health care industry -- oh, one other announcenent
before | do that. Please, keep your nane tags on if you
| eave the building. It will make it nuch easier to get
back in after lunch; otherw se, you have to go through
the entire extended process again.

Qur first speaker today is Professor WIIliam
Brewbaker fromthe University of Al abanma School of Law,
wel | -known in health | aw, co-author of a two-volune
treatise that systematically goes through various parts of

t he heal t h care market and addresses the | egal i ssues. This treatise
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is very widely used by practitioners. Bill has also witten on a
variety of other health |law rel ated subjects. He
will present a overview on institutions, entities, incentives,
and realities of the health care marketpl ace.

Pr of essor Brewbaker?

MR. BREWBAKER: Thanks, Davi d.

It's a pleasure to be here this norning. M job
is to give the view from 10,000 feet, as it were. M
wi fe, a physician, had the followi ng reaction: Can you
see anything from 10,000 feet when it conmes to health
care? Well, | hope you can. |If you can't, there wll
be | ots of people | ooking nore closely at individual
matters | ater throughout the next couple of days.

| want to start by asking a fairly obvious, but
nonet hel ess i nportant, question, and that is: \What's
the point of conpetition policy? W |ike markets for
all sorts of reasons, | suppose. Sone of them have
nothing to do with the consequences they produce for us,
but in a roomlike this, and in this setting, clearly we
i ke conpetition, or we presuppose conpetition is a good
t hi ng, because it does inportant things for us in health
care markets.

We expect it to contain cost. We hope that by
containing cost, it will enable us to extend coverage to

nore people. And we assune, sonetines in the face of
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12
t he evidence, that conpetition can have a favorable
effect on the quality of the health care that we
receive.

Well, I would like to sort of divide the talk in
two parts: First | want to |ook and assess how we are
doi ng on the various i ndi ci a of health care cost and quality: Second
| will have sonme general observations on health care
and conpetition |aw and policy.

In this first part, | want to begin with sone
facts, sort of unrelated to cost, and then nove into the
cost area. First, where does the noney that we spend on
health care cone fronf? You can see fromthe slide,
we' ve got total national health spending of about $1.3
trillion. There's about a 55/45 split between the
private and public sectors, in that spending.

It's fairly self-explanatory. The noney goes in
a variety of different directions, not surprisingly, the
lion's share to hospital care and physician and clinical
services, but again, a big chunk for prescription drugs.
Then this nysterious other spending bl ock includes
t hi ngs |i ke non-physician providers, home health, DME,
over-the-counter nedicines as sort of a catch-al
cat egory.

Agai n, anot her self-explanatory slide, but it's

interesting to think about, it helps you get a sense of
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13
just how large this sector of our econony is. A
mllion, alnost, physicians, 6,100 hospitals, numerous
other facilities as well.

There's been a | ot of tal k about the make-up of
hospitals, and the trend toward investor-owned
hospitals, the consequences of a shift away froma
non-profit node of delivering care. Sone people are
concerned that patients nmay do better in an environnment
where there's no incentive to exploit them sonmehow
t hrough mar ket nmechani sns.

This slide is interesting in a couple of
respects. It certainly shows a slight trend in the
direction of investor-owned hospitals, although you wll
see that the data are not all that recent. Nonethel ess,
still, the vast majority of hospital care is provided in
the non-profit and public sector.

Trends in the identity of providers, and forgive
me if I go through this a little bit fast, but David
said he was going to tackle me if | went past 10:25.

A not surprising trend here, the big growth in
the provision of honme health care agencies, and a
correspondi ng decline in hospital nunbers. Again, about
a 10 percent decline since 1980, in the nunber of
hospital Medicare providers. Again, not surprising to

see correspondi ng increases in anmbul atory surgery
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14
centers, outpatient physical therapy. O course there
may be a nunber of different things besides declining
| engths of stay going into these nunbers, but an
i nportant general overall trend.

Al right, finally, cost. W're comng out of a
period of probably what seemed to nmany of us to have
been good news. You |l ook back in the '"80s, this period
of double-digit health inflation, ever-increasing
percent age of GDP, dedicated to the health care industry
because nedical price inflation is growing so nuch
faster than our econony is. Then in the late '90s, a
period of stabilization, where we still have sone
inflation, but the econony is growing. The nunbers are
com ng down, it looks like we're able to keep our [|evel
ri ght there between 13 and 14 percent of GDP.

Well, the bad news, as | suppose nost of you
probably know, is that all predictions now are to the
contrary of that previous slide. You can see the tail end
up there, and tacked on is a prediction that says that
over the next ten years or so, we'll probably see
medi cal price inflation at a rate of about two and a
hal f percent over the growth of the econony.

Now, of course, we don't exactly know how fast
the econony is going to grow and we don't exactly know

how fast health care prices will increase, but again,
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we're | ooki ng at perhaps a situation where we have 17
percent of our gross donestic product spent on medical
services by the end of the decade.

This is an interesting slide. Again, it's sort
of a general 10,000 foot view of trends in terns of
price inflation. |If you |look back in the early '80s
there, you see we've got terrible inflation,
doubl e-digit annual inflation. Mst of it is from
medi cal prices. That's the yellow bar on the graph
We' ve got npbdest gains in utilization, and we see a
general trend until we find this sort of good graph
here, where we've still got a nodest anpunt of
utilization growth, we're seeing prices cone down.

Again, a trend that seens to be going in the
wrong direction. |I'msorry to say that may be a bit of
a thenme in ny presentation this norning.

Expendi tures, where are we spendi ng our noney?
Again, | knowit's hard for you to digest these graphs
in the 20 or 30 seconds you have to |look at them but
the main point of this graph is to show between 1990 and
2000 a decrease, a significant decrease in spending on
hospital care and then a fairly significant increase on
prescription drug spending with the other main
cat egories staying nore or |ess stable.

Spending for in-patient treatnment. Again, what
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you see is a dramatic increase over the past 30 years in
Medi care percentage spending on in-patient treatnent,
and a significant decrease overall as well. Again, this
is a matter of inportance to this particular conference,
this question of prescription drug expenditure growth.
You' ve got here a chart that shows the annual percentage
growth in prescription drug expenditures.

| f you | ook back, you'll see that we've had
doubl e-digit inflation in prescription drug expenditures
pretty much consistently for the last 20 years or so.
Even when we've di pped down here in this decrease in the
rate of increase, we're still talking about six percent
growt h, and of course now we're around 17 percent growth
annually in prescription drug spendi ng.

Again, the lower |ine shows you the share of
nati onal health expenditures that we would attribute to
prescription drug spendi ng, and you find, again, a
si zeabl e increase in the percentage of our spending
that's being directed toward pharmaceuticals, from about
five percent all the way up to 9.4 percent in the data
on which this slide is based.

Anot her inportant trend is who's bearing that
increased cost? |If you |look back in the late '80s, you
see nost of the spending on prescription drugs was done

by consumers out-of-pocket. By a couple of years ago,
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private health insurance is absorbing a significantly
greater percentage of that spending, and of course
bet ween 1988 and 2000 we've had | ots of spending

i ncreases.

So, this has put a lot of pressure on private
health plans to deal with this particular source of cost
increases. Not surprisingly, what you see is increasing
portion of spending being done out-of-pocket by
consuners, as there's probably some effort to shift
t hose costs back on consuners to encourage
cost-consci ous spending on prescription drugs as well.

Well, so nuch for 10,000 feet in the air on
cost. What about coverage? Again, we've got the sane
story. Here's the happy slide, | can al nobst put a happy
face, | suppose, on this one. This shows data from | ast
year, which shows an increase in the nunber of people
who are enpl oyed that have health insurance. Most of
t hem have their own enpl oyer coverage, sone have ot her
coverage. In |lots of cases that's going to be coverage
t hrough a spouse who al so works, and so an enpl oyee who
is offered coverage may decline it because he or she is
able to participate in famly coverage through a
spouse' s wor kpl ace.

We see a good trend there on the uninsured |ine

in ternms of enployed people, and in fact, even though
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18
the econony was in the mddle of a downturn | ast year,
we still had a fairly tight |abor market, and even
t hough medi cal prices and prem unms were rising, there
was still a tendency of enployers not to cut back on the
heal th i nsurance benefits they were offering.

Well, just |ast week, the Kaiser Foundation and
HRAT rel eased their annual survey of enployer-sponsored
heal th benefits, and this is the bad news section of the
presentation. |'mjust going to show you what's on
their website and what's also an interesting discussion
in the nost recent issue of Health Affairs, if you would
like to have a | ook at that.

But basically, here's the bad news: 12.7
percent annual increase in famly prem uns paid for
enpl oyees. Follow ng al ong, of course, an 11 percent
i ncrease, and al nost a double-digit increase the year
bef ore.

The really bad news about this is that there's
reason to believe this is not just the result of the
underwiting cycle. O course the underwiting cycle in
i nsurance would correct itself, but Gabel and col | eagues
in this same issue of Health Affairs suggests that this
is actually due to an increase in underlying nmedical
claims expenditures, and is not then likely to be

necessarily self-correcting.
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Percentage of all firnms offering health
benefits, here we see sort of the end of this era where
you're seeing nore and nore enployers offering benefits,
at least it looks that way. It's hard to tell froma
year or two, but certainly the news isn't good on the
i nformati on we do have.

Finally here a slide that shows the sort of
coverage that enployees have. This is an inportant
point to realize, this isn't just a binary decision, an
enpl oyee is covered or is not covered at the workpl ace.
There are all sorts of different pernutations of what
di fferent coverage neans.

Not surprisingly, this chart in the black area
docunments the decline of conventional indemity health
i nsurance over the past couple of decades, where it's a
negligi ble part of the enployer market right now.

Agai n, remarkable growth in PPO plans as well.
So, this tells a story of HMO growth, a little backl ash
as the HVMO nunbers go down, continuing novenment into
PPOs, and then again interestingly, a little bit of an
increase this past year in selection of HVMOs by
enpl oyees.

It's hard to know exactly why that is, perhaps
nore enployers are offering HMOs in the face of price

increases. It may be that HMOs as they have noved to
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20
| ooser coverage arrangenents have been able to attract
consunmers again. Consuners may be nore price sensitive
in an econony that's trendi ng downward, perhaps, as
wel | .

Agai n, anot her feature of the enpl oynment market
is that nmpst consuners or many consumers certainly don't
have a great deal of choice in the health care they
receive. Certainly if you work for a small enployer,
defi ned as under 200 workers in the firm there's a
ni ne out of ten chance or better that you will just be
given a take-it-or-leave-it offer of health insurance
t hrough your enployer with a plan that the enpl oyer
pi cks for you.

There's about a 50 percent chance that the sane
situation will exist even if you're in a md-size firm
that is defined as one up to a thousand workers. Only
when you get in the large and junbo firms, neaning firns
of nore than 5,000 workers, is a pretty good assurance that
you are going to have a choice of between two and three
and even nore health care plans. These results are not
surprising, given the adm nistrative costs of organi zi ng
t hat coverage.

This is some survey data, and the question
asked is: What decisions are |arge enployers likely to

make if the bad econonm c news continues? And this
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basically, you can see here, it's somewhat |ikely, very
likely. So, it's the purple and white bars that give
you a sense of the direction that enployers seemlikely
to nmove shoul d the econom ¢ downturn continue.

You see one thing that's not at all likely is
that the enployers are going to drop coverage. Most of
them say that's very unlikely or perhaps only sonewhat
l'i kely, and you get up to two percent when you do that.

Restricting enployee eligibility, sonewhat nore
l'i kely response. The nost |ikely response, of course,
is to increase the amunt enpl oyees pay, whether it's
t hrough cost sharing or through increasing the nonthly
paycheck deduction for premuns. | knowthat's a --

t hat may sound |i ke a nonsensical statenment to the
econom sts in the room but in the short-term sense, at
| east, that's the idea.

Reduce the scope of benefits, also another

possi bl e strategy, but it |looks like there's a trend

toward greater financial burden by the enployees for the

heal th i nsurance that enployers are providing.

There's another trend that's been noted a |ot,
and | think we don't really have good data to know
whether this is a trend or an aberration or a flash in
the pan or what, is a trend towards so-call ed defined

contribution plans in health care.
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Now, if you're tal king about a so-called pure
defined contribution plan where the enployer basically
says, I'mtired of worrying about your health insurance
arrangenments, here's some noney, go buy your own, |
don't think that anybody thinks that's a very likely
scenario. Certainly the surveyed enpl oyee benefits
managers weren't interested in that option.

But you do see an interest reflected in the
offerings of certain large health plans in MSA type
coverage. That can take a variety of different forns
that could or could not include flexible spending
accounts for enployees, but do include, certainly,
hi gher deducti bles, a nore catastrophic insurance
orientation, we're seeing sonme nore of that.

Anot her sort of option is to provide enpl oyees
with coverage that is sinultaneously potentially
broader, nore flexible, but nmore shallow \What does
this mean? Broader in the sense that enployers in sone
cases are showing a willingness to cover nore itens,
nore itenms they've particularly been worried about noral
hazard in connection with. Procedures that sone people
woul d consi der optional or a dubi ous benefit.

The reason that they may be willing to do that
i's because where coverage is becom ng nore shallow, that

is where there's nore cost sharing or co-insurance or a
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greater prem umcontribution on the part of the
enpl oyee, then the noral hazard problenms tend to take
care of thenselves. There's a sense that the enployee
is paying for nore of these questionable services if
i ndeed they're questionable, out of his own pocket, and
therefore the enployer isn't taking the sane degree of
ri sk that would otherw se be the case.

Also a trend toward greater co-insurance as
opposed to copaynents. Again, the point here is that in
a copaynent situation, say you had a $25 copaynent for a
physician visit, the consuner's indifference to the
conplete price that is charged the payer in a situation
like that. \Whereas if you have coi nsurance, the
consunmer has an incentive to care about the overal
price structure of the provider. So that if a consumer
chooses to seek care through a relatively expensive
network, then the consumer bears at |east sone of the
consequences of that choice, whereas in a copaynent
arrangenent, maybe the copaynment varies a slight anount,
but once that initial paynent is nade, the consuner
doesn't have nmuch of an incentive to worry about the
cost structure that the health plan itself or the
enpl oyer is facing.

What are the policy trade-offs with these new

defi ned contribution or consuner-driven plans? If we
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are going to have shall ower coverage and nore fl exible
coverage and nore choice where the consuners can go on
the web and sel ect benefits they want and sel ect networks
they want, that imrediately raises the specter of adverse
sel ection. We get all the healthy people going to the
thin coverage and all the sick people going to the thick
coverage, and soon the thick coverage, the conprehensive
coverage beconmes unsust ai nabl e.

And of course that's a real obvious problem
I nterestingly, though, and here let ne credit Jame
Robi nson, a very interesting discussion of these trends
on the web, the Health Affairs webpage, there are
trade-offs here, though. One of the advantages is to
i ncentivize cost-consci ous enpl oyee purchasing, and
given the tax structure that we have, that may be a
benefit that is worth having in sone way, assum ng we
can find sonme way to nuddl e through

Simlarly, if you allow consuners to go on the
web and pick froma range of networks, a range of
benefits and m x and match, you're introducing an
enor mous anmount of adm nistrative conplexity. |ndeed,
that conplexity is also increased by the fact that
you're seeing different gradations of copaynents and
coi nsurance, dependi ng on benefit selection in many

cases.
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How do you handle all that adm nistrative
conplexity? Doesn't that create all sorts of efficiency
problens? 1Isn't that confusing for consuners? Well, of
course it is, right? The trade-off there is, though,
greater consuner choice. So, simlarly, dimnished
cross subsidies, as you focus purchasing and focus price
sel ection, creates a problem but it also creates an
opportunity for |lower incone consunmers who aren't
covered in public prograns to avoid having to purchase
so-call ed gol d-plated coverage if that's not what they
want .

Finally, of course, as we all know, | suppose,
fromthe Rand I nsurance Experinent a couple of decades
ago, cost sharing tends to discourage care that's needed
and unneeded, if it's not pretty carefully done. So,
there's an issue of dim nished access here. But again,
Robi nson argues that it's not entirely obvious what the
policy consequences of that are, and again, there's a
possibility to do sonething about an entitl enent
mentality that has devel oped in our society about health
care spending and services. Sonme interesting food for
t hought at the | east.

Al'l right, what about quality? Wat are we
doi ng about quality? Now this is a subject about which

certainly al nost everybody in the room has heard
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sonething in the past year or so. | want to tal k about
it, again, from 10,000 feet, along two di nensions: The
first dinension is safety, and the second, we'll just
use the word appropriateness, there are different
definitions of that.

Patient safety. WelIl, the | OM published a
report a couple of years ago, extrapolating fromthe
data, showing a really deplorable rate of deaths from
medi cal errors. If their extrapolation is right,
medi cal error turns out to be sonething |ike the eighth
| eadi ng cause of death in the United States in 1997.
7,000 deaths alone from nedication errors, in that year
and | ook at the total national costs of preventable
i njuries.

Preventable injuries. If we're talking about
the relationship between quality and cost and coverage,
| think we see sonething inportant here. Not to nention
ot her social costs that don't conme back through the
heal th i nsurance system

What about appropriate care? Now, | apol ogize
in advance for using this slide, it's alittle bit
conplicated, but let me try to explain it to you as best
| can. On the left axis here, the -- what's that?
That's a vertical axis, isn't it? I'ma |awer, not an

econom st, but | think that's what that is.
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We have the percentage of these are geographic
areas, basically. And what we would like to see in this
slide which deals with optimal treatnment for heart
attack victinms is that these four recomended
interventions that occur at discharge are occurring for
the vast majority of heart attack patients. These are
non-controversial interventions that anybody that's had
an acute heart attack shoul d have.

All right. So, what we would like to see is
t hat 80 percent or nore of the appropriate candi dates,
in any given region, are getting appropriate care.
Wel I, what would that graph look |ike? That would be
four purple bars going all the way to the top, okay?
And we would like to see the green bars and the red bars
where it says, these are 60 to 80 percent are getting
appropriate care, 40 to 60 percent are getting
appropriate care, |less than 40 percent are getting
appropriate care. W would like to see none of these
bl ue bars and lots of purple bars, okay?

Well, what do we see? Well, we see two -- we
see two things here. The first thing that we see is
| ots of variation. Lots of variation across regions.
Ri ght? These are geographically-based distributions,
and we see that if you live sone places, there are a few

pl aces in Anerica where you m ght actually get beta
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bl ockers at discharge in 1994 and 1995. Hopefully there
are nore places in '02. So, you hope you live there,
ri ght?

And then the question is, how cone you get them
there, and if you live over here or in nost places, it
| ooks like only 40 to 60 percent are going to get thenf
Al right, so we've got this repeat of the story of
geogr aphi cal variations w thout any apparent rationale
i n medi cal science.

The second story, which is at |east as
di sturbing, is just intrasystem performance. Poor
performance. Here you have only 2.6 percent of these
geogr aphi ¢ areas where people are basically getting
appropriate care with respect to this neasure. 3.6
percent here, 8.5 percent here, and thank goodness, we
can renmenber to give people sone aspirin on the way out
t he door, that's an easier intervention, but one that's
very inportant.

What's notable, not to be carrying a dark cl oud
around with me, is that in 60 percent of the cases we
can't do that or weren't able to do that then.
Certainly we can do that, no doubt we are doing better
now t han we were before, but this is a serious problem

Anot her exanpl e, same sort of thing, |I'm not

gi ving you a Rorschach test or anything here, each one
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of these little orange dots is in another one of these
geographi c regions. Now, how nany wonmen between the
ages of 65 to 69 should have mammogranms in a year? The
answer should be 100 percent, okay? So, the goal here
in terns of appropriate care for this slide is 100
percent .

The top rated geographic area shows that 50
percent were getting the one appropriate intervention.
The bottomrated, 12, 13 percent. \Were is nost of the
United States at the tinme this data is produced? Right
down here in a pretty deplorable 20 to 40 percent range.
So, again, this is not a pretty picture.

This I"'mgoing to spend a little time on, this
is the sane song, third verse, and it's harder to
expl ain, but basically what you see here is a big gap.
We shoul d have 100 percent eye exam nati on, henogl obin
testing and blood lipids testing for diabetics. W're
seeing variation across regions on each of these scores,
and overall, a big gap in each of these interventions
bet ween where we should be, where we want to be, and
even where a benchmark HMO woul d be.

So, this is a Medicare screening. The slide is
not entirely visible, but I think you're beginning to
get the point probably.

Ckay, what can we do? What can we do about
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quality? Well, one thing we could do is decide we're
not spendi ng enough, for exanple, in the Medicare
program and raise costs. Now, my point in showing this
slide is not to suggest that Medicare spending is evil

or bad or anything like that, it's just to show that
it's possible to spend | ots of noney and not get very
much back fromit.

So, what you see here is that Texas, for

exanpl e, Medicare spends | ots of noney on patients in Texas,
per capita. See that? Now, at this time $5,6000 to $6, 000.
What's the quality rating for the care that they're getting

Texas Medicare recipients, down at the botton? You' re about

42, 43. Simlarly, look at M nnesota, spending nuch
| ower, significantly |lower, the quality indicator near
t he top.

So, again, the point is not that Medicare
spending is bad, it's just that you have to be careful
to consider what it is that you're buying.

| hesitated to bring this slide with ne, but I'm
going to do that anyway. This slide is not intended to
show t hat physicians are bad either. Physicians are
good, even orthopedi c physicians and neurosurgeons are
good. | can wal k today because of sonething good an
ort hopedi ¢ physician did for nme |ast year. But

interestingly, if you notice there's a little trend
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here.

Do you see this trend line? This is back
surgery rates, nornalized where the U. S. is one, and
this is supply of orthopedi c surgeons and neurosurgeons.
VWhat does this tell you? WeIlIl, what are orthopedic
surgeons and neurosurgeons trained to do? Operate on
backs, right? So, what do they do? They operate on
backs. Does that nmean all this care is inappropriate?
No. But it is suggestive that there m ght be other
things we m ght want to consider as we allocate these
resources. |Is this back surgery effective? 1Is it cost
effective? Are we getting good outcones?

Certainly this is not to suggest any sort of
venal behavior on the part of the surgeons, the surgeons
may not have good data as to what the health outcones
fromthese interventions are. It's a big problem |If
good data exists, it mght be very hard for themto get
access to it. But it's an inportant point | think as we
go forward.

Okay, quickly, challenges for conpetition
policymakers. Well, I've tried to organi ze these
according to cost and coverage and quality, but
obviously there's some overlap there. One is market
structure. There are sone intractable, or seemngly to

us, intractable problens in the way health care markets
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work that are chall enges as we nake conpetition policy.

The first is geography. |If you live in Al abama
like I do, there's places where there's one hospital,
one doctor within shouting distance for each sort of
intervention you m ght want to have, and conpetition
seens like a difficult thing to inplement. It doesn't
mean it's inpossible, but it neans that you m ght not be
able to have a one-size-fits-all strategy for the entire
United States.

Differentiated products. These are sort of
classic conpetition econom cs things. You don't have
perfect conpetition where you have differenti ated
products, or you have information problens. Well, al
these things we have in health care. W have an aging
popul ati on. When we're tal king about costs, that's
i nportant. We have technol ogical gromth at a rapid
rate. We have difficulties assessing that technol ogy.

So, we've got sone considerable cost drivers,
and lots of the additional spending we may be faced with
the choice of doing, lots of it will be very val uabl e.
So, we can't always presuppose that nore spending is
bad, we have to sort of separate the wheat fromthe
chaff and figure out how we're going to pay for it.

A second feature that affects our ability to use

conpetition to control cost is the political structure.
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And here, let's just begin with the conflicting
expectations that we have of nmarkets. We expect markets
to control cost for us, but we don't like it when they
elimnate the cross subsidies that allow hospitals, for

exanple, to provide things like indigent care. W

expect markets to control appropriate utilization, but
when a utilization reviewer mkes sonmebody get out of
t he hospital sooner than they wanted to, we don't |iKke
t hat either.

We expect markets to rationalize our investnent
in health care facilities, and infrastructure, but we
don't like it when |local hospitals close and when
provi ders, individual providers are dislocated or watch
their econom c situations change dramatically in the
course of nmonths or years.

So, we live in a denocracy. What are those
peopl e who conme out on the short end of this
reall ocation do? WelIl, they conme to Washington, or to
Mont gonery, right? That creates problens to the extent
we view conpetition policy as rooted in sone sense of
econom cs, that's good econom cs or bad economcs, this
creates a real tension for policymakers.

Now, most of us don't want to do away with
denocracy either, right? And the same sort of

observation I m ght make about our regulatory
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enf orcenent structure. There m ght be great ideas
emanating here at the FTC, but guess who can undo thenf
State | egislatures can often undo themw th the State

Acti on Exenption for exanple. So, there are numerous
venues for rent-seeking activity, and | don't want to get
too normative on that, but it's a fact, that you can go

| ots of places to get relief in our system That's a good

thing, that's one of the reasons nost of us like |iving

in Anerica, but it creates problens for enforcenment policy.

Simlarly, we've got separation of powers. W
see the -- a nunber of different health care conpetition
deci sion nakers in courts and adm ni strative agencies
and | egislatures. Here in Washington, of course, we've
got two different adm nistrative agencies that have
sonething to say about health care enforcenent policy.
Soneti mes even when they try to work together, sone
politicians won't |let them

In any event, these are the chall enges we face.
| don't think any of us wants to get rid of denocracy or
federalismor separation of powers in order to solve
t hem

Finally, or sorry, |I've got two nore slides.

Ch, good, I"'mgoing to make it and not get tackl ed.

Coverage. One of the problens that conpetition

pol i cymakers face, too, is the tendency of markets to be
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what |'ve called uncooperative as well as unpredictable.
| think if you | ook back ten, 15 years ago, when the
managed care revol ution was starting, many of us wanted
to pull out Alan Enthoven's book, which tal ked about
consumners havi ng choi ces between tightly integrated
health plans, it nade so nmuch sense at a theoretica

| evel that we just assuned that we would know a good

mar ket had cone to pass, a well-functioning market had

conme to pass when we observed on the ground the specific

35

entities that were predicted by managed conpetition theorists.

Well, |lo and behol d, what happens? Consuners,
at least in the past ten years or so, have said, we
don't really like tightly integrated networks; we |ike

bei ng able to choose our doctor; we're worried about

maybe the excesses of utilization review, if we're given

a choice, we want a PPO or a POS plan or something |ike
that. |s that a permanent choice? Can we assunme that
the market is always going to ook [ike that? No, we
can't.

| think the place this conmes up is in the

guestion about whether we're going to a defined

contribution system and broader, narrower, nore flexible

coverage or not. We don't know if that's a genuine

mar ket response that we ought to try to really deal with

and accommdate. Is it a flash in the pan? 1Is it
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unsust ai nabl e? The good thing about econom cally
unsust ai nabl e arrangenents is they usually don't stay
sustai ned. So, maybe we don't have to worry about that
too nmuch, but one of the dangers we can get into is
presupposing the final outcone of the narket.

Agai n, we've got vexing insurance problenms, |'ve
al luded to some of those about adverse sel ection, and we
still don't do risk adjustnent very well to solve that.
We don't have good technology to deal with that problem
yet. Maybe we're getting better at it, but it's not
good.

Finally, rewarding quality. | think there's a
good argunment that this is the biggest challenge markets
face right now. \Why? Because quality affects costs,
affects coverage, we've tal ked about already. There's
sonme big obstacles here. The first is just nedical
uncertainty, right? W just don't have data about the
effectiveness of lots of the interventions that are
performed on a regul ar basis.

So, how can you make a good decision if you
don't have good data? Well, you have to guess, right?
Peopl e are going to guess differently about those
things. |It's hard to know which guesses are right and
whi ch guesses are wong, which is sonmething we would

li ke to know when we're tal king about quality w thout
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t hat dat a.

Even when we do have the data, providers don't
al ways have it, and if the providers don't have the
data, they don't do the right thing and we don't get the
quality we want. Focus on systenms, again, is sonething
we' re wor ki ng on.

Here's the final slide. Can markets reward
quality? | think sonme people are pessim stic about
that. |'m not necessarily pessim stic about that, but
here's what you have to have: Sone sort of denonstrable
differentiation anong the people who are giving the
service. Markets can't reward or punish very well if
consuners can't vote with their feet. And to vote with
their feet over quality requires know ng the difference
between a high quality provider and a | ower quality
provi der.

So, if you know that, and if the information
gets to the consuners, or to the consunmers' agents,
whet her that's an enpl oyer or sone sort of cooperative,
then the possibility is there that people who don't care
about quality, don't invest in quality, don't invest in
error prevention, get punished for it. That probably
woul d be a good way of getting people nore interested in
preventing errors and giving appropriate care.

Finally, there's got to be some sort of choice
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and accountability. And again, maybe that choice takes
pl ace at the enployer level, so that it's not
necessarily a disaster if consumers don't have a choice
of health plan everywhere they turn in their enploynent
situation. O course | think nost of us would feel
better if consumers had nore choices on the ground
t hemsel ves.

Al'l right. 1 don't want to be entirely
negative, | think one thing that you can say positive
about our situation, and | think the market deserves
sonme credit for this, is out of the industrialized
countries, we are doing the best at investigating the
quality that we provide. | think one of the reasons for
that is the people who are buying the quality. | think
a lot of the |arge enployers have done sone hel pful work
on this, are insisting, are asking the question, what am
| getting for the anmpbunt of noney |I'm spending?

That's a very hel pful question. To be sure
we' ve got an awful |ong way to go about answering that
guestion and about dissem nating the answers to the
public in the form of usable information, but we've cone
a long way over the past ten years on that score, too.
Who had heard of report -- whatever you think of health
pl an report cards and their effectiveness, who had even

heard of one 15 or 20 years ago?
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So, we are making strides. | think the
direction we're noving in is good. So, we see sone
policy opportunities here. | think a critical area is
information flow. At the risk of inadvertently
of f endi ng sonebody, | think our conpetition policy just
has to be hard on people who want to restrict the fl ow
of information about what they're doing.

| know there are good reasons to be careful with
the way information is presented, but when providers
don't want to see that information out there and they
ban together to prevent it, | hope as a citizen that the
people I'mlooking to at the Federal Trade Comm ssion
wi || do sonet hing about that.

Well, this has been a story of a transition
from as | said, froma sort of happy |last few years, a
smley face the last few years in the health care
sector, to one where the future | ooks considerably nore
interesting. It makes ne think of the old Confucian
curse, may you live in interesting tines.

Thanks a | ot.

(Appl ause.)

MR. HYMAN:. Bill actually spent the |last year on
sabbatical in England, and I am pleased to hear that the
year that he spent living under a constitutional

nmonar chy hasn't changed his view of federalism and
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denocracy, but one never knows.

Qur next speaker is Professor WIIliam Vogt, he
is an assistant professor of econom cs and public policy
at the Heinz School of Public Policy and Managenent at
Carnegie Mellon. He is also a fellow at the National
Bureau of Econonm cs Research and he is spending -- |ast
but by no nmeans |l east -- the year working here at the
Federal Trade Conmm ssion doing research in the Bureau of
Econom cs, and as soon as | get his presentation up, he
can cone up and talk.

Bill?

MR. VOGT: | want to thank the Federal Trade
Comm ssion for inviting me and David for all of his hard
wor k organi zing this conference.

So, what | am going to be tal king about today is
conpetition and antitrust in health care markets. So, |
should go on to ny disclainmer that, the views that are
presented here are ny own and don't necessarily
represent the views of any of the organizations that |
am affiliated with, and in particular they do not
necessarily reflect the views of the FTC or any of its
comm ssi oners.

So, what | amgoing to tal k about today is |I am
going to play to my conparative advantage and | am goi ng

to tal k about what does the economics literature have to
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say about antitrust in health care. M presentation is
going to be based on a book chapter that | co-wote with
a colleague of mne at Carnegie Mellon, Martin Gaynor,
the chapter is entitled Antitrust, and it's a chapter in
The Heal th Book of Health Economi cs.

So, when | am doing a review of the academ c
literature, what | amgoing to talk about is naturally
going to be a lagging indicator of the policy concerns
of the nonment. Both because the academc literature is
a lagging indicator of the policy concerns of the noment
because it takes a while to do academ c research, and
al so because the chapter was witten a little while ago,
it was witten in 1999, although | amgoing to try to
update the material presented there where that's
rel evant.

It turns out that the academ c literature on
health care antitrust is very hospital merger-centric.
Hospital mergers were a very hot issue in the '80s
and the early '90s, and academ cs produced a vast
profusion of work on that topic. That's nostly what
| am going to talk to about today, because that's nostly
what academ cs think they know sonet hi ng about.

However, there's also some work that's been done
on HMO nergers, there's a little bit of work on

nmonopsony and there's a little bit of work that's been
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done on vertical restraints and integration.

The first thing that I am going to tal k about
is hospital nergers. Wen a court or internally at the
FTC or the DQOJ, when | do an analysis of a nerger to see
whet her t hat merger shoul d be chal | enged or whet her t hat merger shoul d
be permtted to continue, they go through a fairly
routine set of steps in their analysis. The ultinate goal
of the analysisistodecidew ]| this nerger harmconsuners, either by
i ncreasing price, or reducing quality, or by
havi ng some ot her affect adverse to consuners?

What they do when they anal yze one of these
mergers is the first thing they have to do is define
what market are these nerging firms in. There are
two characteristics of the market that they want to
defi ne.

The first is the product market: What do
these firnms sell? Typically in a hospital nmerger case,
t he product market that the firnms are found to be in is
the market for in-patient hospital services. It's kind
of an aggl oneration of the hundreds and thousands of
ki nds of treatnment that the hospitals actually produce.

The second thing that the antitrust agencies and
the court have to do is to determ ne what's the
geographi cal market for the service. |f the geographical

mar ket for hospital in-patient services were the entire
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United States, then that would be 6,100 firnms in that
mar ket, and a merger between any two of them would
probably raise no antitrust concerns what soever

So, the objective, then, is to draw a |line
around the two merging hospitals and to deterni ne how
big is the market and how many of those firm s potenti al
conpetitors should we count at conpetitors in thinking
about whether conpetition is going to be harned. So,
the next step is the identification of conpetitors, that
just amounts to |looking inside the circle that's been
drawn. And then they cal cul ate i ndexes of one kind or
another to try to determ ne how concentrated is the
mar ket before the nmerger, how concentrated is the market
after the nmerger and does this change in concentration
lead us to think that price will go up or quality wll
go down?

Finally, the courts or the enforcenent agencies
consi der what other factors mght mtigate or exacerbate
the exercise of market power and the harmto
conpetition. Typical things considered there are the
efficiencies defense. Often the firns argue, if you |et
us nmerge, we're going to realize huge cost savings,

t hose cost savings are going to be passed on to
consuners so prices won't go up

Anot her mtigating factor often considered is
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entry. The firms m ght argue, | ook, maybe we could harm
consuners if we nmerged, but what's going to happen is as
soon as we try to harm consuners, sone other firmis
going to enter, because that's going to provide them
with an opportunity to serve consunmers better.

Anot her mitigating factor that's been brought up
in health care antitrust is the sort of the
not-for-profits defense, which is that the nerging
hospital s say, yeah, naybe we can get narket power by
mer gi ng, maybe we could theoretically harm consuners
with this power that we get; however, we're
not-for-profit institutions, we care about the welfare
of the comunity, and so we're not going to use any
mar ket power that we get to hurt consuners.

So, this is to sort of set a framework for what
goes on in analyzing a nmerger so that | can then point
to which parts of that | think the academ c literature
has sonething to say about.

So, here's a list of hospital merger cases.

They are nore or less in reverse chronol ogi cal order,
and | believe that the npbst recent ones. And as you can
see, and let ne point out that the colum w nner does
not necessarily reflect the final disposition of the
case.

In particular, the District Court's decision in
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t he Augusta case was eventually overturned by the
Circuit Court, and it's roughly correct to say that the
governnment ended up wi nning that case. However, the
District Court did decide in favor of the hospital. So,
since the purpose of this graphic is to show you the

ki nds of places in that structure that | presented on

t he previous slide that econom c anal ysis m ght help us
with the fact that sone courts thought the

not-for-profit defense is relevant.

So, the obvious thing here is that the hospitals

al ways win, that's true since 1991. And the variety of
different reasons that the governnent |oses. So, going
back just quickly to this nmerger analysis, what happens
is the government presents to the court proposals for
what they think for each of those bullet points the
correct analysis is. And if the government w ns on all
of those points, then the nmerger is stopped. |If the
people trying to nerge manage to break the governnment's
case on any one of those points, the nerger is allowed
to go through.

So, this colum that says Reason, there isn't

any reason to give you when the governnment w ns, the

reason the governnent wins is that it wins on all of its

poi nts. So, when the governnent |oses, there has to be

sone reason that the governnment |oses fromthose points.
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So | amgiving you the typical reasons. The typica
reasons are geographic markets, product markets or this
not-for-profit defense.

So, now, again, referring back to the slide two
slides ago, | tal ked about cal cul ation of indexes of
conpetition. The npost common i ndex of conpetition
that's used, or that has been used in hospital nerger
cases is sonething called the Herfindahl-H rschman
| ndex. The Herfindahl-Hi rschman I ndex is an index of
how concentrated a market is.

The hi ghest value the HH can take is 10, 000,
and that would represent a nonopoly, one single firm
controlling the market. The |owest value it can take is
zero, and that would present sort of textbook perfect
conpetition, so an infinite nunber of firnms each with no
mar ket share.

And t he governnment has a benchmark for what
makes a market highly concentrated. So in highly
concentrated markets, the government woul d argue that
one shoul d be very suspicious of nerger.

The governnment's threshold for a highly
concentrated market is an HH of 1,800. So, what | want
you to take out of this slide is if you look in the post
HHI columm, in essentially all of the markets that this

slide considers, the Herfindahl-H rschman | ndex was high
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enough that one would think that all of these nergers
shoul d have been ill egal.

The governnent |ost in particular in the three
rows of the table in red. Now, | can't have entries in
this table for cases where the governnent | ost on market
definition, because if the government |ost on narket
definition, then there isn't really a cal culation of the
Her fi ndahl - H rschman | ndex.

The Poplar Bluff case I've left in the table
because of the District Court |level the government won
on market definition, so | can calculate HH , but then
at the Circuit Court |level the government |ost on market
definition, so this disappeared.

So, in the cases in red, the governnent | ost,
even though in all of those cases -- well, not in
Joplin, but in the other two cases, the market was
hi ghly concentrated and the nerger caused a | arge
increase in the Herfindahl-H rschman Index, in this
i ndex of concentration.

So, the reason the governnent |ost, the nost
i mportant reasons, the first is the not-for-profit
defense. In Grand Rapids, Joplin and the Augusta cases,
the hospitals argued, | ook, we're not-for-profit
organi zations, if you let us nerge, maybe we coul d get

mar ket power, maybe we could harm consuners, but we
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won't. And we won't because we have good notivati ons.
We don't want to harm consuners, we're not trying to
maxi m ze profits, we're trying to serve the conmmunity.

In the Grand Rapi ds case, the court also found
the efficiencies defense persuasive. |In the
efficiencies defense, the hospitals argue, |ook, we're
going to nmerge, we're going to realize great cost
savings fromthis nmerger, and we're going to pass those
cost savings on to consuners, so actually we're going to
hel p consuners by nerging.

Finally, all the other cases were on market
definition, that was typically on geographic nmarkets,
soneti nmes on product market.

So, the things that econom sts have thought
about, at least a little bit, that are relevant to this,
is the question of are not-for-profits different?
There's actually a huge economc literature on whether or
not not-for-profits are different, and there's a pretty
| arge economic literature on the question of whether
not-for-profit hospitals are different fromfor-profit
hospi tals.

Anot her point we believe, sonme research of
whet her or not there are efficiencies, and there's
actually a pretty big literature on the question of

what's the right size for a hospital, does neking a
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hospital bigger actually reduce costs per case, and so
on.

There's a large literature asking the question
is it the case that when a hospital market is nore
concentrated, prices are higher? There's also
literature on whether hospital prices rise after a
mer ger.

Ckay. So now I'mgoing to tal k about
not-for-profit status. Well, the question of whether or
not not-for-profits are different is, as | nentioned,
actually very well studied in economcs. There's a very
good chapter, again in the health book Handbook of
Heal th Econom cs by Frank Sl oan in which he basically
anal yzes this literature about whether not-for-profit
hospitals are different fromfor-profit hospitals.

So, the questions that we m ght want to ask
our sel ves about not-for-profit hospitals is first of all
just the general question of is it the case that
not-for-profit organizati ons which provide outputs in a
goods mar ket actually behave differently fromfor-profit
organi zations at all.

Suppose the answer to that question were to be

yes. That still wouldn't be enough to justify the
not-for-profit defense because we would still want to
know, well, is that difference in behavior relevant for
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antitrust purposes? So, maybe these not-for-profit
organi zations do behave differently fromfor-profit
organi zations, maybe they like to generate profits and
then spend it on high-tech nedical equi pment or they
like to generate profits in order to fund |ots of
charity care and so on and so forth.

For those kinds of notivations, it probably is
not the case that the differences in notivation between
for-profits and not-for-profit organi zati ons would be
rel evant froman antitrust perspective because still, if
the not-for-profits nerged, they would have an incentive
to jack up the prices on the people who can pay in order
to get this fund of noney to spend on all the nice
things that they like to spend noney on.

So, the difference between not-for-profits

and for-profits has to be such a difference that it makes

t hem want to pass on any savings to consuners, and it makes

them want to not jack up prices on people who can't pay.
First on the general question. As |

said, there's a pretty big literature on this, and Frank

Sl oan reviews it very ably. He goes through all of

t hese different points on how m ght the behavi or of

not-for-profits and for-profits differ. One thing

you might think is that costs m ght be different between

not-for-profits and for-profit organi zations, and there
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are lots of reasons to think costs m ght be different.
You m ght think that not-for-profits, not having the
di sci pline of stockholders and the potential for

t akeovers and so on, m ght becone |ax and inefficient
and have high costs.

On the other hand, you m ght think that because
not-for-profits often have access to debt financing at
tax advant aged rates, then maybe they shoul d have | ower
costs than for-profit hospitals.

The literature on this point basically says that
there isn't a difference, or at least there isn't a
detectable difference in costs for for-profit and
not-for-profit hospitals, they' re very simlar. The
sanme thing is true for pricing. Perhaps there's sone
evidence that not-for-profits charge a slightly | ower
price than for-profits, but the evidence is decidedly
m xed on pricing as well.

So, the place that you mght really believe that
there would be a difference is in charity care.
Not-for-profits invariably in their m ssion statenents
claimthat charity care is one of their m ssions, and of
course for-profits don't have charity care for one of
their mssions. They may do it because they're required
to do it, but certainly it doesn't enhance the bottom

line.
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But, even in this case, the literature is
reasonably clear that the not for-profits don't provide
very much nore charity care, if nore charity care at
all. In fact, what small difference there is in charity
care is accounted for by the |ocation of the
not-for-profit hospitals.

So, for-profits and not-for-profits located in
simlar markets, in simlar places, provide the sane
amount of charity care. It's just that not-for-profits
tend to | ocate nore often in central cities where
there's nore charity care to be done. So, in fact, the
behavi oral difference in charity care is very small or
nonexi st ence.

Simlar things are true with technology. It is
the case in general that not-for-profit hospitals are
| arger than for-profit hospitals, they treat nore
patients in average, they have nore beds on average, and
so on. But if you control for the size of the hospital
it's not the case that not-for-profit hospitals are nore
or | ess technol ogically advanced than for-profit
hospitals in general.

Again, for all of these points, | am
generalizing over a large literature, so there are
likely to be particular findings in particular studies

where what | am saying isn't exactly true. [|'mtalking
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about sort of the broad pattern of evidence.

Again, the same thing is true for quality.

There aren't any detectable quality differences in terns
of, say, nortality between for-profit and not-for-profit
hospi tal s.

A final source of evidence that you m ght | ook
tois it nakes the news quite a bit that many hospitals
t hroughout the '90s, in particular, were switching
ownership status fromnot-for-profit to for-profit or
fromfor-profit to not-for-profit. There are actually
quite a few switches in each direction. It is the case
that switching status, either fromfor-profit to
not-for-profit or not-for-profit to for-profit does
change outcones you m ght be interested in. Prices,
cost, profits and so on, but it seens to be the
conversion itself that causes the change and not the
owner shi p status.

So, a hospital changing fromnot-for-profit to
for-profit | ooks about the same in terns of its changes
as a hospital changing fromfor-profit to
not-for-profit.

Finally, the evidence from other sectors of the
econony where not-for-profits and for-profits conpete in
good- produci ng sectors, and from other countries as

well, is that the critical factor is not the ownership
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of the institution, the critical factor is how
conpetitive is the market?

Monopol i es, whether they're for-profit,
not-for-profit or governnent-owned, tend to be | ax about
cost, not innovating, whereas institutions in highly
conpetitive markets tend to have | ow prices, |ow costs
and so on. The ownership status is not nearly so
i nportant as the conpetitiveness of the market that it's
in.

Pricing and conpetition | amgoing to talk
about a little later. So, let's go on to talk about
efficiencies. The question that's usually posed in
terms of efficiencies are whether there are what's
call ed econom es of scale. Renenber these hospitals
are claimng in their efficiencies defense, all right,
we're going to nerge, we're going to save lots of noney
and we're going to pass on the noney to consuners.

The way that this is addressed in the
econom cs literature is the econom sts have | ooked at
hospitals of different sizes, and asked: Do the big ones
have a | ower cost per case than the little ones? If so,
that's evidence that being big saves noney.

Well, there are two problens with using that
literature that answers the efficiencies defense

guestion. One is that when two small hospitals nerge,
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it's not clear that what they make is one big hospital,
because they often keep both canpuses of the hospitals
open, so no one achieves the kind of integration that
you nmi ght expect to lead to these econom es of scale.

The second problemw th that literature is that
if cost per case goes down, that doesn't necessarily
tell you that the savings are going to be passed on to
consuners. Even if you ignore that first problem the
fact that costs are going down doesn't nean that the
consuners are going to save noney, it neans the costs
are | ower.

Wth that being said, there's a pretty |arge
literature on this question of hospitals, and again that
literature conpares big hospitals to little hospitals
and | ooks at cost per case. What this literature
basically says is that | think a fair sunmary of this
literature is that it's all over the place. But if
we're willing to be very broad-m nded about what
patterns we want to draw out of this literature, it's
probably the case that there aren't very |large scale
econom es above about 200 beds.

So there's an older literature and a newer
literature, but both are about the same. There's one,
at least is | see it, big problemwth this literature,

which is that there are usually not very good controls
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for case mx. So, let's take nmy broad-m nded sunmary as
given. Let's suppose costs per case are exactly the
sane at little hospitals and big hospitals. O at |east
as long as they're bigger than 200 beds.

well, if it's the case that big hospitals tend
to treat sicker patients, and | ots of people think that
is the case, then the fact that they have the same cost
per case, little hospitals and big hospitals, actually
says that there are econom es of scale. That big
hospitals are cheaper and they only | ook |ike they cost
about the same because their patients are sicker.

And there is sone recent work exam ning this,
sonmewhat obliquely, which basically says that that is a
big deal. That if you omt these inportant variables
li ke case m x, that biases greatly your neasure of scale
econom es.

So, I'"'mgoing to go back to my previous point,
which is it's often the case that these hospitals don't
actual ly conbine their canpuses, they keep their
canpuses separate. So, their efficiencies defense tends
torely on things like, well, we're going to integrate
our laundry services and we're going to elimnate our
adm ni strative services and that's where all the savings
are going to come from This isn't the case, by the

way, in every hospital merger, but nost of the tinme this
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is what the efficiencies defense | ooks I|ike.

There's a paper addressing exactly this
guestion, which is, okay, let's not |ook at overal
scal e econom es, let's just | ook at scale economes in
| aundry and adm ni strative expenses and so on.
| nterestingly enough, that paper comes to exactly the
sane concl usion that the broad-m nded summary of the
overall literature cones to, which is that there are
sone scale econom es but they're nostly gone by about
200 beds. Once you get up above 200 beds, there
aren't any scale economes |left to be had.

On the related question of do nergers raise
prices, there are two paradigns for addressing that
question. One is called the structure conduct
performance paradigm The structure conduct performance
paradi gm basically says, we're going to | ook across
markets. We're going to | ook at markets where there are
only a few conpetitors and we're going to | ook at
mar kets where there are |lots of conpetitors and
we're going to conpare prices in those two ki nds of
mar kets, controlling for everything that we think we can
control for.

A second nethod of | ooking at this question is
to do event studies. An event study neans we go and

we | ook at a nerger and we say, okay, in this market two
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hospitals merge and we | ook at before and after and see
how the prices noved conpared to sone control group
sonewher e where there was no nerger. Let nme start with structure
conduct perfornmance studies. There are a very | arge nunber of these
studies, there aretwo slides worth. Andlet ne tal k about howt he
price effects in these tables are cal cul at ed.

VWhat we did was to take a | arge bunch of
studies and to ask the sane question of every study,
which is let's inmagine that there is a market with five
equal l y-si zed hospitals init, and let's inmagine that
two of those hospitals nerge. So, a market with five
equal l y-si zed hospitals would have Herfindahl -Hi rschman
| ndex of 2,000, so it would be highly concentrated. And
we're going to ask, what would happen to prices if two
of those hospitals nerged?

Here are the results of a bunch of
studies. You can see that because data is very easy to
get in California, and because California is a big
state, lots of studies are done in California.

Now, for the nobst part these studies find that
prices go up in markets that are nore concentrated. So,
the fewer firnms there are, the higher prices are in
general. But first of all, you notice the enpirical
base is quite narrow, it's nostly California, and even

if we | ook at sonme of the older studies, it's still the
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case that nost of the enpirical basis is California.

Now, there are a couple of interesting patterns
in these two tables. The first is that in general the
California studies show bigger price effects than the
studies in other places. So this M chigan study
actually showed a price decline fromthe nerger and this
study of Indiana showed a very small price effect, and
note the study of the entire U S. showed a negative
price effect.

I n general, the California results show a
bi gger nerger effect than the results from ot her places.
It's also the case that these studies tend to show that
the price effects are bigger in nore recent years. So,
hospital mergers | ook nore and nore |ike what we think
of as normal markets, as normal nmergers in nore recent
years.

And what both of those points m ght make you
think is that nmanaged care is inportant. California has
hi gher managed care penetration than the rest of the
country, and it's the case that managed care penetration
has been going up over tine. So, maybe the fact that
nore recent data in California data give you a bigger
effect is because managed care is somehow i nportant.

You mght think that's inportant because nanaged care

organi zations tend to be sort of aggressive shoppers for
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price discounts, and so should make conpetition nore
i nportant.

There are a couple of studies that find exactly
that. Where managed care penetration is higher, there
are |lower costs, |lower prices, and when nmanaged care
penetration is higher, the association between price and
concentration is stronger. Managed care organi zations
do a better job of playing conpetitors off against one
anot her than non-managed care payers.

So, let ne go back to this other question of
other not-for-profit differences. There are a few
studi es that break out the effects of the standardized
mer ger between for-profit organizations and
not-for-profit organizations. 1In general, there's a
finding of larger effects for for-profits, but with the
exception of a couple of studies by Bill Lynk, in
general, the not-for-profit mergers also cause price
i ncr eases.

So, it's hard to just generalize greatly based
on five studies where the vote is three to two, but
there's nore evidence that not-for-profits are the sane
than there is that not-for-profits are different.

Anot her place that you m ght think consuners
m ght be harnmed by merger is in quality. There is

sone literature on the rel ationship between
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concentration and quality. There's an early literature
fromthe' 80s which is called The Medical Arnms Race
Literature, and the idea of this literature is, let's
see whet her or not hospitals conpete on quality
di mensi ons.

This literature look at things |ike are costs higher
where there are nore conpetitors, that being some kind
of indication of the hospitals spending nore on quality.
Or are there nore high-tech services in markets where
there are nore conpetitors? Again, sone kind of
i ndication that the hospitals are conpeting on quality.
That literature found that yes, both of those
things were true. Where there were nore conpetitors,
there was higher costs, and nore technol ogy.
There are a few recent high quality papers which
show some associ ati on between concentration and
nmortality. What these two papers showis that in
markets with a high concentration, in markets closer to
a nonopoly, risk adjusted nortality is higher. The
second paper, they don't find that for the Medi care popul ati ons,
al t hough they do find it for the private insurance popul ations.
Next, event studies. | amgoing to blaze through
t hese event studies. | have two event studies to talk
about, one is by Krishnon in the Journal of Health

Econonmics, the other is by Vita in the Journal of
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| ndustrial Economi cs and there are a couple of papers by

Connor, Fel dman,

first two first.

Dowd & Radcliff. We'll tal k about the

The Vita study and the Krishnon study, the

nmet hodol ogy of all these studies is the sanme, they

identify the nmergers and | ook at how was price noving

bef ore the nerger, how was price noving after the

merger, and then they found conparison groups and note

out how was price noving in conparison groups before and

after the nerger.

What the first two papers show, what Vita and

Kri shnon both show is that price goes up when the nerger

occurs. Krishnon's findings is about nine percent,

and Vita's findi

ng is 25 percent.

There are al so several papers by Connor, Fel dman,

Dowd & Radcliff.

They exam ned 122 nergers from'86 to '94,

and they find basically no price effect. They find

actually a small

mer gers.

price savings to consuners fromthe

There's one kind of odd thing about these

studies which is that the Herfindahl-H rschmn | ndex

actually decreased in the nmerging markets relative to

t he non-nmerging markets. And that doesn't make a | ot of

sense if you think that the merger is increasing

concentration.

It should happen that the
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Her fi ndahl - Hi rschman | ndex goes up.

So, | think one interpretation of their
findings, and an interpretation that | don't think they
woul d be terribly distressed about, is that a |lot of
t hese mergers went back to the failing firm mergers.
There were a bunch of firns that were going to fail,
sone of them nerged and some of themdidn't. |In markets
where they didn't, the Herfindahl-H rschman went up
because the firnms failed, and in the markets where they
did, the Herfindahl-H rschman went up because of the
mer ger.

There is also a small literature on HMO nergers,

63

| ooki ng at HMO nergers between ' 85 and ' 93 i n papers | i ke Chri sti anson,

Engber g, Fel dman & Whol ey. They found no detectabl e effects i n nergers

on prem uns. However, in cross section, if they did obstructed conduct

per formance ki nd of anal ysi s rather than an event anal ysis, they did

find that
prices were higher in markets that had fewer HMOs.

So, those two findings are obviously in tension
with one another, one says nergers have an effect, one
says that mergers don't. And the way that they resolve
that is again with this kind of failing firmidea. So,
from'85 to '93, it's the case that there's a shake-out
in progress in the HMO i ndustry and lots of plans are

failing.
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And those plans could fail in two ways: They
could fail by going out of business or they could fail
by being taken over by some other HMO s plan. And what
they did is | ook across states at the aggressiveness of
anti merger regulations. And they found that in states
with very aggressive antinerger regulations, nostly HMOs
fail. In states with not very aggressive anti nerger
regul ati ons, nost of the HMOs were acquired. So that
most of the nmergers that were going on at this tine
period in their data, | think, are nmergers of a failing
firm So, it isn't particularly surprising that there
isn't a big conpetitive inpact with that.

Monopsony. There's a relatively snmall
literature on nonopsony power, and nonopsony is sort of
t he opposite of nmonopoly power. Mbnopoly power the idea
is that nmonopolists can jack up prices for a service
that it sells. In nmonopsony power the idea is that a
bi g buyer can jack down prices for a service that it
buys.

So, there is a fair sized literature with, |
think, actually, pretty serious problenms, so | wouldn't
put a whole |ot of stock in the devel opment of this
literature, which basically says that hospital s that
have a hi gher share of their patients from Bl ue

Cross/Blue Shield give Blue Cross/Blue Shield a bigger
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di scount

Agai n,

nonopol y.

65

there's a small literature on bil ateral

It has been argued that given that the payer

side is highly concentrated, it mght be a good idea to let the

provi der

si de becone highly concentrated, so that both

si des have bargai ni ng power and their bargaini ng power

can bal ance of f agai nst one anot her.

Agai n,

strong or |

Mel nick in 1992,
whi ch finds that

this literature isn't especially

arge, however there is this one study by

agai n, about Blue Cross/Blue Shield

hospital s that have a high share of

their patients comng from Blue Cross/Blue Shield get

| ower prices, but hospitals which provide a high

proportion of Blue Cross/Blue Shield s care in a

parti cul

is that

ar

mar ket area get higher prices. And the idea

maybe the first bullet point is a neasure of

Bl ue Cross/Blue Shield s power pushing down prices and

second is -- sorry,

hospital 's power

Final |y,

the third is a neasure of the

pushi ng up prices.

vertical restraints in integration.

There have been two kinds of vertical restraints

whi ch have been studied at all in health care cases, and

theliterature hereis very, very thin. First nost favored nation

cl auses,

and then physician hospital organizations.

Let

me tell

you what a nost favored nation
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clause is. One contractual formthat you can have
is that the buyer of a service negotiates with the
sell er and says, okay, let's agree on a price. They
agree on a price, and then the buyer says, oh, but by
the way, if you sell to any other buyer at a price | ower
than this, | want the lower price. |If the seller agrees
to that, that's called a nost favored nation clause.

There's sort of a reason, and at first blush, of
course, you mght think, well, that's no problem at al
for conpetition, because that's just ensuring that
everyone is getting the low price and isn't that what
mar ket s are supposed to do, deliver on the | ow price?
But that contract term does create incentives for conduct
underm nes conpetition by the seller.

I f you think about the seller that signed a
nost favored nation contract, and they are now going to
negotiate with another buyer, and that buyer is trying
to push down their price. Wen they think about their
incentive to cut their price to that new buyer, that
incentive is blunted by the fact that if they cut their
price to the new buyer, they have to cut their price to
the old buyer, too. So, their loss and profits fromthe
| omwer price is nmuch larger than it would be absent the
nost favored nation clause and that gives themincentive

to keep their price higher.
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Al right. So, there's one paper that | know of
about this, which is that effective in 1991, Congress
passed the law in 1990, Congress inposed essentially a
nost favored nation clause for drugs for the Medicaid
program Actually the law is much nore conplicated
than that, but one of the things they did is create a nost
favored nation cl ause.

Now, if it's the case that nost favored nation
cl auses increase the price, then we ought to see the
price of pharmaceuticals going up in the aftermath of
this, and that's roughly what happened. So, there is a
paper in the Rand Journal of Econom cs which found that
there is about a four percent price increase caused by
this nost favored nation clause.

Finally, there's a working paper about the
i ntegration of physicians with hospitals. The kind
of things they're interested in are physician hospital
organi zations and in particular they're interested in
physi ci an hospital organi zations that are exclusive.

So, these are agreenents in which the physicians say,
we're not going to practice at any hospital except
yours.

Again, there are two sides to these
regul ati ons, one side which is sort of the old Chicago

School way of thinking about this stuff is that, well,

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

68
that's got to be a good thing. It nust be the case that
there are efficiencies to be had fromcoordination. 1In
fact, in this case, there are reasons to believe that.
You would think that you mi ght save on duplicative tests
and other things by having the physician in the hospital
i nt egr at ed.

On the other hand, when one hospital in a market
| ocks up a group of physicians, that neans those
physi ci ans aren't available to the other hospitals in
the market which is likely to decrease their
attractiveness to patients and payers, which is likely
to increase the demand for the hospital that has the
excl usi ve arrangenent, allowng themto increase the
price.

So, this paper is about figuring out which of
those two is going on. What they find is that cl osed
physi ci an/ hospi tal organi zati ons, but not open ones --

t he open ones are ones that permt the physicians to
practice at other hospitals -- closed physician

organi zati ons generate about a 30 percent increase in
price. Sinultaneously, they generate an increase in
volunme, and the idea is that increase in volunme cones
fromthe fact that now the other hospitals in the market
are less attractive because the physician has been

| ocked into the first.
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There's al so sone evidence, however, that there
is an increase in quality caused by these physician/
hospital organizations. So, it isn't a slam dunk that
t hese things are anticonpetitive, there are two things
goi ng on, quality goes up and price goes up.

So what are the conclusions fromthe academ c

literature? There's a robust relationship between price

and concentration. Mre concentrated markets have
hi gher prices. That's especially true when there's a
| ot of managed care penetration.
There's m xed evidence on efficiencies. It may
be the case that big hospitals are cheaper, it my not.
| don't want to overplay the last point, but in
my view, the balance of the evidence is that
not-for-profits are not different fromfor-profits.
Not-for-profit hospitals are not different from
for-profits in antitrust rel evant ways, but that
literature is by no neans settled and it could happen
t hat ny concl usi on woul d change tonorrow.
| think that is all that we have. No, | don't.
There is also sonme small evidence of HMO
mergers. There's a little bit of evidence of a price
concentration relationship anong HMOs, not as strong as
for hospitals, and there's sonme evidence both of

efficiencies and fromprice increases from nmergers.
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There is also sone evidence of scale econom es,
but this is based on a pretty narrow enpirical base and
| wouldn't want to be too aggressive in conclusions from
it.

Finally, based on a very, very weak enpirica
base, one paper each, there is sone evidence that npst
favored nations, so this is vertical restraints, there's
sone evidence that nost favorite nations cl auses
increase prices and there is sonme evidence that tight
vertical integration increases prices.

Finally, on nonopsony -- well, on nonopsony,
evidence is especially weak, but there is sonme evidence

t hat i nsurance plan market power causes |ower prices for

provi ders.
Thank you.
(Appl ause.)

MR. HYMAN: Thank you, Bill.

| think we're going to try and keep going with
the hope that we'll stay on tine between now and | unch.

Next up is Cara Lesser fromthe Center for
Studyi ng Health System Change. That takes us fromthe
macro or 10,000 feet perspective to the mcro
12-comunity perspective. Those of you who are |like ne
on the mailing list for the center, every week or so

we'll find sonmething new in your mail box and even nore
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frequently on their website. W are very lucky to
have Cara who is the project director for the 12-city
study here to tal k about some of the results and recent
devel opnents in health care markets, and the policy

i nplications for conpetition |aw and policy.

Car a?

MS. LESSER: Thank you.

Well, as David said, | amgoing to take us down
alittle bit to a ground | evel perspective of what's
happening in local health care markets across the
country based on work we've been doing in the field
since 1996.

Let me just start by giving you an overvi ew of
the major points I want to make today. First, to
provi de sone further context for today and tonorrow s
di scussions, | want to highlight what we see as the two
maj or trends shaping health care markets over the past
several years, and that is the rapid ascent and
subsequent retreat fromtightly managed care and then
t he second is consolidation

Toget her, these trends have had really visible
effects on |l ocal market dynam cs and on health care cost
trends, and | amgoing to talk about those effects nore
specifically. And finally, based on these observations,

| want to highlight what we've |earned in terns of
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conpetition in local health care markets and | eave you
with some thoughts about where we think we're headed in
t he near future.

Before |l aunching into this discussion, let nme
just step back for a m nute and give you sonme background
on ny organization, the Center for Studying Health
Syst em Change. HSC was established by the Robert Wod
Johnson Foundation in 1995, just on the heels of the
dem se of the Clinton health reformeffort, as it becane
really clear that we were enbarking on significant
mar ket - based change in the health care systemin this
country. The foundation created HSC with the goal of
tracki ng those changes and their inpact on people and
really a focus on highlighting the inplications for
pol i cymakers.

Qur mssion is to provide tinmely and objective
information to policymkers and deci si onmakers in the
i ndustry who are shaping the changes we're observing.
The core of our work is the community tracking study,
which is an independent research effort to track health
system change and its effects. The study is
longitudinal, and as | said in the beginning, it's been
ongoi ng since 1996.

As the nanme inplies, the study has a community

focus, based on the notion that ultimately all health
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care is local. W defined our communities based on MSAs
as defined by the Bureau of Econom c Analysis, and this
all ows us to have a consistent neasure of a geographic
mar ket over tine.

Cbviously this is sonewhat different from how
actors in the industry may define their geographic
mar ket at different times, but this allows us to have
consi stency fromyear to year.

I n sone cases, the market area i s sonmewhat
br oader than market actors would describe it, in other
cases there are sone clear geographic submarkets within
our MSA definition of the community.

We have nmultiple ways that we collect data in
t hese communities. W conduct surveys of househol ds,
physi ci ans and enpl oyers, and we al so conduct site
visits every two years. | should back up and say that
we have a total of 60 communities that were sel ected,
they were randomy selected to be nationally
representative. So, while we do have this |ocal focus,
we al so have the opportunity to aggregate up our
findings and tal k about national trends.

Qur site visits are conducted in a subset of 12
of the 60 communities that also were random y sel ect ed,
and those represent a popul ati on of 200,000 or nore. In

the site visits, we interview anywhere from50 to over
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100 | eaders of the local health system including
representatives of the major |ocal health plans,
hospital s, physician organizations, representatives of
maj or | ocal enployers, state and | ocal policynakers, so
it's really getting a broad perspective on the health
care market as a whole. W conduct our site visits
every two years.

This slide just gives you a map of the 60 study
sites, highlighting the 12 where we conduct our site
visits. As you can see, the sanple is geographically
di verse, and the communities vary in size as well as
managed care characteristics and general health system
characteristics.

We have a nunber of |arge netropolitan areas,
such as Boston or Mam, Orange County, California, as
well as smaller communities that have | ess experience
with managed care like Little Rock and Greenville, South
Car ol i na.

So, unlike other studies that focus on
particul ar communities that are viewed as | eaders or the
bel | wet her of change, studies that focus on M nneapolis
or Southern California, our work really is able to
capture the diversity of change occurring across the
country and provide a nore bal anced vi ew.

As David nentioned, we are very busy at
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di ssem nating our work. W produce a whol e range of
research products. W have issued briefs and tracking
reports that are our own publications, community reports
that highlight the really case studies of the individua
communi ti es and how they're changi ng every two years.
We al so publish in peer review journals. |In order to
get our work out nore quickly than peer review journals
sonetinmes allow, we have a working paper series to
really allow us to dissem nate the work there to the
policy community nore quickly.

We al so conduct briefings with policymkers and
speak at conferences and neetings |like today. All of
our work is avail able on our website, hschange.org, |'ve
al so prepared a list that I think is available on the
table up front, selective publications that | thought
woul d be of particular interest to this audience. So,

t hat m ght be worth picking up.

Ckay, getting into the meat of the talk, as |
said at the beginning, I want to tal k about two mj or
trends that have been shaping the health care system
since we've been tracking it, since 1996. And of
course, the first mpjor trend was the growth of managed
care. In the early to md-1990s, the econony was quite
sl uggi sh, and we were in a period of rapidly rising
health care costs, and enployers becone very aggressive
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in shifting their enployees into managed care options,
and there was rapid enrollment gromth in HMOs and PPOCs.

This set off a wave of change in health systens
across the country, based on the real or expected growth
of tightly managed care arrangenents. Throughout the
i ndustry, there was the expectation of increased
reliance and sel ective provider networks. That woul d
allow plans to drive business to nore efficient
providers. In this context, providers proved very
willing to accept often steep discounts in exchange for
volume. O prom ses of volume | should say.

There was increased use of gatekeepers and prior
aut horization requirenents to control wutilization, and
expected growth of capitated paynent to give providers
greater financial incentives to managed care. So, the
conbi nati on of these factors gave health plans
tremendous | everage and really put providers on the
def ensi ve.

So, take two, not too nuch farther down the
road, by the late 1990s, managed care experienced an
abrupt reversal of fortune, as really intense consuner
backl ash agai nst managed care took hold. This coincided
with a time of great econom ¢ boom so a real contrast
to the tine when managed care was in ascendance, and

al so incredibly strong tight |abor market that made
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enpl oyers nmuch nore anenable to their enpl oyees' denmands
for open access to care.

During this time, HMO enroll nent stagnated, and
pl ans noved toward nore open access products with | ooser
utilization managenent, and an enphasi s on broader
provi der networks that could protect consumer choice.
Bot h pl ans and providers noved away fromri sk
contracting arrangenents, in part because these were
more difficult to operationalize in the nore | oosely
managed heal th i nsurance products, and in part because
this environnment gave providers nore | everage and they
were able to push back in their negotiations with plans
to get out of these risk arrangenents that many had cone
to view as really a | osing proposition.

Meanwhi | e, a second related trend devel oped, as
we' ve been tal king about this norning, and that's the
nove toward consolidation. There is a great deal of
experimentation with new organi zational forms, as
managed care was grow ng, but the key strategy that's
really had | asting effects on the organization of the
delivery systemis horizontal consolidation
particul arly anong hospitals.

In contrast, physician markets have changed
relatively little and remain really fragnented. And

whil e there was sonme consolidati on among heal th pl ans,
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the focus there was really on nore of this cross-nmarket,
cross-geographi c market concentration or consolidation
as opposed to the consolidation within markets that
hospital s were experiencing.

So, let me go into each of these in a bit nore

detail. As we heard about just before, there was

extensive nmerger activity in the early to m d-1990s. In

the tinme period of just 1994 to 1997, there were 700
hospital mergers reported during that three-year period.
Al t hough at the tine, there was a great deal of
attention to the growth of for-profit hospital chains,
such as Colunmbia HCA, really the majority of hospital
mergers that occurred during this period involved |ocal,
not-for-profit hospitals nmerging with one anot her.

Often these nergers involved | eading hospitals
in the community and hospitals of considerable size, of
400 or 500, sonetines even a 800 or 900 bed hospitals
merging with one another. |In sonme cases, the nergers
i nvol ved one hospital being absorbed by another in a
true sort of takeover nodel. So, for exanple, that's
what we saw in Lansing, one of the communities we track
where Sparrow Health System absorbed St. Law ence
Hospital and they becane a nerged entity.

I n many ot her cases, we saw nergers of equals,

where two hospitals were consolidated under a single
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system but really retained their underlying identities.

This was a really comon strategy for the academ c
medi cal centers, in particular.

So, for exanple, in Boston, this was how
Massachusetts General Hospital nmerged with Brigham &
Wnen's and they performed a partners health care
system but both Massachusetts General and Brigham &
Wonen's remain as i ndependent entities.

The sanme in Indianapolis, Indiana University
Hospital and Met hodi st Hospitals nerged to formthe
Clarion system but still remain as two i ndependent
entities.

Regardl ess of those differences, we found that
hospital mergers were driven by two primary goals: The
first was to streamine operations in order to survive
t he di scounts under nmanaged care, and the second was to
i nprove | everage in negotiations with health plans.

Tracking the hospital nmergers in our sites, and

we saw nergers in ten of the 12 sites in our first round

out, we saw results pretty simlar to what you heard
described fromthe literature. There was extensive
adm ni strative consolidation in the majority of the
mergers that we observed. That really did yield sone

significant up-front savings, but those savings al so

were offset to some degree by the added costs associ at ed
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with the system| evel adm nistration that was required.

So, for exanple, one systemreported $160
mllion savings in the first three years after their
merger, but then have estinmated $50 to $60 mllion costs
annually just for the systemcosts. So, there's a
trade-off there.

VWhil e there was extensive consolidation of the
adm ni strative services, such as purchasing and finance,
there really was very little consolidation of clinica
services or of capacity. |In general, this was a period
of downsi zing for the hospital sector, but we found it
was not common to see greater downsizing as a result of
the nergers in these cases. In fact, it was just as
conmmon to see expansions of services and expansi ons of
capacity to take advantage of the geographic breadth in
the nmerger partners brought them

So, despite limted consolidation in terns of
clinical services and capacity, there was a clear effect
on the markets in terns of increased concentration of
ownership. This next slide really captures that. This
graph shows hospital concentration as nmeasured by total
adj usted in-patient days. It shows how it's increased
bet ween 1996 and 2000, so it's really capturing our 12
sites right at the tinme that nmerger activity was at its

peak and | ooking at howit's affected the concentration
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of markets today.

The actual |evel of concentration of these
mar kets i s sonmewhat skewed by the size of the market.
Remenmber, our market definition is the MSA, so this
really isn't necessarily how the hospital geographic
mar ket |ines would be drawn, but what's really inportant
to focus on here is the consistent increase that you see
when you | ook across these bars.

So, Lansing on the right is off the charts
really, and that's in part because it's such a small
mar ket relative to the other ones that we track. And
Boston on the left is very noderately concentrated
because it's such a | arge population. W define the
Boston area as the four mllion plus people who live in
Boston itself and the surroundi ng suburbs.

So, focus less on the actual |evel than on the
change that you see here. There really is a consistent
trend across the 12 markets that we track of increasing
concentration.

Some markets have seen real sizeable junps.

Cl evel and, for exanple, went froma Herfindahl here of
| ess than 1,000 to just under 2,000 in this four-year
period. This was the result of a series of nergers and
acqui sitions, and the closure of one downtown hospital.

Today the | ocal hospital association in Clevel and
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estimtes that the two mpj or systens there, the
Cl evel and Clinic and University Hospitals and Health
System now account for just under 70 percent of the beds
in the total Cl evel and area.

VWil e there's been substantial consolidation on
the hospital side, as | said, there's really been
relatively little consolidation on the part of

physi ci ans. Despite expectations about nmanaged care and

82

t he need for | arge physi ci an organi zati ons t o manage and coor di nat e

care, there's really been very limted growh
of large groups.

Let me just flip to this next slide to give you
a graphic here. This slide is based on our physician
survey data and it shows the distribution of physician
practice size and how it's changed from between 1997 and
2001. As you can see, the bul k of physicians continue
to practice in groups with fewer than ten physicians,
but at the same tinme there has been some grow h,
especially over the past couple of years, in groups wth
three to nine physicians in particular.

Most of the growth that we're seeing in this
three to nine physician category is really attributed to
gromh in single specialty groups. Primarily
procedur e- based specialties |ike cardiol ogy, orthopedics

and oncol ogy.
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These groups, which we've really been seeing
devel op across the country, are notivated by two goal s:
One is to attain the scale necessary to purchase
technol ogy and facilities that allow the physicians to
suppl enment their professional fees with profitable
revenue fromthese other sources. The second goal,
again, is to increase leverage with health plans. 1In
fact, many groups are finding that they can achieve
consi derabl e | everage wit hout that many physi ci ans,
especially in a single specialty group. Particularly if
t hose physicians represent a sizeable portion of the
mar ket in that area or a sizeable portion of the market
for that geographic submarket.

Single specialty groups also avoid the conflict
of income distribution within the group that
mul ti specialty groups really struggle with. So, this is
a much nore attractive option for physicians in the
field today.

The other major way that physicians attenpted to
consolidate during the early managed care year was
t hrough PHOs and | PAs and contracting entities of that
sort. These organizations really were established to
facilitate risk contracting and to help inprove
physi ci ans' | everage in those negotiations. But as

pl ans nove away fromri sk-based paynent, the nechani sm
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by which physicians can really rely on these
organi zations to help themincrease their |everage, that
mechani smis undercut. So, these organizations, there
still are many that exist, but they really have been
devalued in the current environnent.

Finally, turning to health plans, |ocal health
i nsurance markets were al ready concentrated in 1996 when
we began the community tracking study. 1In fact, an
anal ysis that was based on our initial round of site
visits found that |ooking across all product types, so
" mincluding HMO, PPO and indemnity products, that nine
of the 12 sites were considered concentrated at that
tinme.

Much of this was due to the historical presence
of | ong-standi ng dom nant plans. Typically the |ocal

Bl ue Cross/Blue Shield plan or a pioneering group or

staff nmodel HMO such as Group Health Cooperative in Seattl e,

or Harbor Pilgrimin Boston.

So, it's really their | ong-standing dom nance in
the market that resulted in this concentration, not
consol idation. Even though there are a grow ng nunber
of conpetitors in markets as nmanaged care was in
ascendance, in nost communities we track, the market
share remai ned concentrated in that handful of

hi storically dom nated plans. It was difficult for new
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entrants to really gain a significant foothold.

In some cases, market share becane concentrated
even further as these plans that attenpted entry
ultimately exited the market or provider-sponsored plans
whi ch sonme hospitals got into this business exited that
mar ket. So, there was some continuing concentration,
but really despite some ups and downs, it was those
| ong- st andi ng dom nant plans that remained in place and
conti nue today.

Let me flip to the graphic here. This graph
shows HMO concentration and how it's changed between
1997 and 2001 using interstudy data. A shortcom ng here
is that this graph shows only HMO enrol |l ment, which of
course is just one segnent of the health insurance
mar ket and one that may be declining in inportance, but
the problemis there really is no reliable data on PPO
enroll ment at the |ocal market level. So, this is the
best that we can do in terms of |ooking at how
concentration of managed care products has changed over
tinme.

So, unlike the graph of hospital concentration,
you can see that there is no clear direction of change
in HMO concentration across markets during this period.
Mar ket share becanme | ess concentrated or remi ned

essentially unchanged in as many markets as it
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i ncreased.

In general, the smaller markets |i ke Lansing and
Little Rock and Greenville have remained highly
concentrated, and that's really where the | ocal Blue
Cross/ Bl ue Shield plans have | ong dom nated the market.
In contrast, larger cities |like Mam and Phoeni x have
continued to be nore contested markets with rmultiple
pl ayers vying for grow ng popul ati on base and creating
an environnent that's nore conducive to the successful
entry and growth of national plans.

What consolidation has occurred anong health
pl ans has focused on nergers across geographic markets
to gain economes of scale in terns of information
systens, adm nistration, to help them expand products
and services and a big focus on better serving
mul ti state enpl oyers.

Much of this involved national plans in the md
to late 1990s, such as Aetna or United, and nore
recently the activity is focused on regional or now
mul tiregion Blues Plans |ike Anthem or Wel | Poi nt.

The mergers and acquisitions involving the Blues
Pl ans are particularly interesting since these play to
the strengths of what plans can hope to achieve through
consolidation; that is, the econom es of scale through

information systens and adm ni strative services, while
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m nim zing the problens associated with entering new
mar ket s that national plans experience such as the
difficulty of establishing |ocal provider networks, the
| ocal sales force and things that really remined very
| ocal in nature.

By acquiring the often dom nant | ocal Bl ues
Pl ans, the Anthens and the Well Points of the world have
found this strategy to skirt the diseconom es of scales
associated with entering new nmarkets and have avoi ded
this difficulty of establishing a stronghold in new
ar eas.

So, what have these trends meant for the
wor ki ngs of health care markets? As | said at the
begi nning, there really have been sonme very visible
effects of these changes on health care market dynam cs.
First, the concentration fromtightly nmanaged care and
the effects of increased concentration in the hospital
mar ket have increased provider |everage and given rise
to this growi ng phenomenon of contract showdowns between
pl ans and provi ders, as providers push for increased
paynment and better contract ternms across the country.

Hospitals in particular are adopting the
strategy of term nate and then negotiate, and this
tactic is really threatening continuity of care for

hundr eds of thousands of consuners in these comunities.
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One of the nobst vivid exanples we saw in the communities
that we track was in Boston when there was a contract

di spute between Partners Health Care System and Tufts
Heal th Plan, and Partners threatened to termnate its
contract with Tufts, and this would have affected over
100, 000 Tufts nmenbers who relied on either one of the
hospitals in the Partners Health System or one of the
4,000 physicians that were affiliated with Partners.

So, this created a great deal of consternation
in the market, as |I'm sure you can inmagine. U timtely
| ocal enployers and the state attorney general stepped
in and the dispute was settled with Tufts giving
Partners sizeable rate increases.

The second nmaj or effect of these trends that
we've seen in markets is the revival of this nedical
arms race nentality that was nentioned earlier. As
hospitals shift back to a retail rather than a whol esal e
strategy of conpeting for patients through managed care
contracts, they returned to conpeting for patients by
addi ng attractive services, adding these anenities, and
focusing on conpeting for the revenue-generating
servi ces.

This has really led to a proliferation of
specialty hospitals, stand-al one surgery centers,

centers of excellence and so forth throughout the
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country. There's a great deal of m m cking behavior
goi ng on in individual conmunities.

So, for exanple, in Indianapolis, there are now
four new heart hospitals under construction and
schedul ed to come online within the next couple of
years. Sonme of this activity has been driven by single
specialty groups, either on their own or with the
backi ng of national firnms such as Med Cath that have
sought to establish these niche facilities that
specialize in profitable procedures wi thout the drain of
the less profitable care |i ke energency care or
uncompensat ed care.

This |l eaves traditional acute care hospitals in
a real bind. Either they have to conpete for these
patients and these physicians, or they stand to |ose
this inportant source of revenue. So, this phenonenon
has really instigated increased joint venture activity
around these specialty centers as a way to keep the
physi cians loyal to the traditional hospitals in the
comruni ty.

Finally, as was discussed earlier, the market
trends that we've seen have had really visible effects
on underlying health care costs again today. W
actually track health care costs on an annual basis, and

our latest report is comng out later this nmonth in
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Health Affairs, but | can preview it for you today just
by saying that there have been significant increases in
underlying costs again in 2001, and we are reaching
| evel s that's conparable to the pre-managed care era in
1990.

| think the really inportant point here is that
t he pharmacy costs continue to play an inportant role,
hospital costs have superseded pharmacy in ternms of
what's contributing to underlying cost growth today. In
the analysis that's comng out in Health Affairs, we
really dissect this a bit and show that it's both
increases in hospital utilization and increases in
hospital prices that are driving this trend.

So, stepping back fromthe tw st and turns we've
observed in health care markets over the past severa
years, there are several key |lessons that we' ve | earned
about the nature of conpetition in health care markets
as a result of watching this activity. First is that
health care markets have a certain | evel of inherent
concentration, in part because health care delivery
occurs largely at the local level, and in part because
it's dependent upon relationships between hospitals and
physi ci ans, providers and plans, and of course patients
and providers.

It's difficult to replicate these rel ationships
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across nmultiple actors, that there are real linmts to
that. In addition, there are limts to how far we want
to go with health care markets, given that health care
is ultimtely a public good. So, as a result, the
degree of conpetition in health care markets really
needs to be assessed within this unique context and it
m ght be quite different, and probably is, quite
different frommrkets in other industries. This
doesn't nean that there shouldn't be attention to making
health care markets nore conpetitive, but this needs to
occur with recognition of the trade-offs that are
associated with this goal and with the close exam nation
of the factors that contribute to conpetition in health
care.

So, for exanple, one of the things that we've
observed from our work tracking markets is that ease of
entry may actually be changing or may be different from
conventional wisdom On the one hand, the growth of
these single specialty hospitals may be a sign that the
hospital market actually my have | ess significant
barriers to entry than | ong believed.

To the extent that these hospitals can cone into
t he market and by virtue of focusing on a narrower set
of services, they have the potential to provide higher

quality of care at |ower costs. And in that respect,
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they can create proconpetitive pressure for the delivery
of these special services.

But the trade-off is that as traditional acute
care hospitals rush to conpete with these new entities,
it becones nore difficult for themto cross-subsidize
ot her essential yet |lower margin services such as
enmergency care or unconpensated care. So, as a result,
conpetitive pressure for the delivery of these specialty
services may yield positive effects, but the health
system as a whol e experiences stress.

Sonme observers suggest that in the |onger run,
conpetition over specialty services may result in
overcapacity with reduced quality and increased cost.

So, that's sonething that really needs to be nonitored
over tinme.

In terns of ease of entry on the other hand,
when we | ook at the health insurance market, we're
seeing that there may be greater barriers to entry than
| ong believed. 1t's becom ng increasingly clear that
pl ans are unlikely to remain in the new market unless
they are able to obtain the certain scale. Difficulties
establishing a viable provider network is a key barrier
to gaining the necessary market share to conpete
effectively.

Al t hough theory would | ead you to believe that
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there woul d be proconpetitive effects fromusing plan
entry, it's unclear that this goal is attainable, given
the rel ati onshi p-dependent nature of health care.

Finally, our work has taught us that
cross-sector conpetition is subject to significant
change over tine as we've seen with these dramatic
swings in plan and provider |everage over the past few
years. Qur work has shown that |everage is determ ned
by nore than just firnms' market share or the
concentration of the market, but that there really are
mul tiple internal and external factors at play here.

" mjust going to run through sone of those
qui ckly. On the provider side, this slide shows the
internal factors affecting providers' |everage include
things like reputation and stature in the comunity.
This is sonmething that's been very inportant for
academ c nedical centers in particular. Strength of
relationships with providers, tightness of the hospital
rel ati onships with physicians or for physicians their
relati onships with hospitals, the financial stability of
t hese organi zations and so forth. Plus there are a
nunber of environnental factors: Enployer's preference
for broad provider networks has strengthened providers'
| everage, as have energi ng market-w de capacity

constraints that make providers | ess desperate to accept
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di scounts.

On the plan side, there also are a number of
factors that affect | everage that go beyond just market
share or market concentration. |Individual plans history
or standing in the market, the tightness of their
relati onships with providers also play a role, as does
t he breadth of their product offerings, which can make
themnore flexible to respond to changi ng mar ket
conditions. Environnmental factors such as the
regul atory context in that particular state, enployer's
product preferences al so have an effect.

So, | ooking across the various factors that
contribute to plan and provider |everage, there is
reason to believe that even if there are no significant
changes in market share or market concentration in the
near future, there is the potential for a shift in the
relative | everage between plans and providers back in
favor of health plans again soon.

Provi der | everage may decline, if there's this
bui |l d-up of capacity that certainly seens that that's
the direction that we're heading in, both to respond to
current shortages and in response to this nmedical arns
race behavior. This could create real problens for
providers, particularly if this recent spike in

utilization turns out to be a one-tinme increase as nmany
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really suggest that it is, really just a one-tine
adj ustnment to the | oosening of managed care agai n.

Plus plans will shift nore financial
responsibility on to consunmers for the increased cost of
care, the increased copays and coi nsurance requirenents
on consuners, as they've really been doing as a strategy
to nmanage these year-after-year, double-digit prem um
increases. Analysts are projecting that this will cause
utilization to slow again soon

So, providers may be getting thenmselves into a
Ssituation of increasing capacity, declining utilization,
and really being out on the market for vol une again.

Plus, as | tal ked about before, this increased
pressure from potential substitutes has the potential to
decrease provider |everage, particularly if these new
specialty facilities are able to produce | ower cost
services on the market.

But at the sane tinme, providers really remain
under significant pressure, both fromthe nursing
shortage and the shortage of ancillary personnel that
continues to drive up their input costs. And pressure
fromthe continuing squeeze on Medi care paynent. So,
while their | everage may be in decline, they wll
continue to face strong pressure to test the waters with

heal th plans and push for higher paynment rates on the
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private market.

Meanwhi | e, there's sone changes on the horizon
t hat have the potential to increase plan | everage.
First and forenpst is increased enployer interest in
controlling prem umincreases, which is giving plans
license to devel op new strategies to manage care nore
tightly again. At the sane tine, the trend to give
consuners nore skin in the gane by increasing their
copays and deductibles, this nakes consuners a potenti al
ally for health plans in their efforts to control costs.

But to date, plans really have had limted
success with these new strategies. For exanple, one
strategy that a nunber of plans across the country are
pursuing now is this concept of tiered provider networks
in which consuners pay a different ampunt based on the
tier that their provider is in. |It's essentially the
same concept as a three-tier pharmacy, which plans have
had a | ot of success with. Three-tier pharmacy is the
i dea that you pay a | ower copay for generic and then
i ncreasing anounts for preferred or brand name drugs.

This has really hel ped plans to control pharmacy
growth, and as you saw in the earlier slide, we're
seeing that cost trend dip down again now. So, the idea
is to take the successful strategy and apply it to the

provi der networks, but plans have been having a harder
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time rolling this out in their provider networks and
provi ders have been really resistant to this concept.

So, Boston is one market where we've seen a nunber of
pl ans propose this, and their tiering was really based
on academ c nedical centers in one tier and conmunity
hospitals in another tier. And the academ c nedi cal
centers have fought that very hard.

In general, there still is also this general
unease about restricting access to certain providers or
to certain services on the part of both enployers and
consuners. So, it really makes it questionable how
successful this tiered network strategy can be. | think
the inportant context here is that even though the econony
has sl owed considerably since the hey-day in the |l ate
1990s and the | abor market has become sonewhat weaker,
it still hasn't becone as weak as it was in the early
1990s when enpl oyers really nmoved aggressively into
managed care and were able to | ead off this managed care
revol ution.

In fact, the | abor market is expected to remain
relatively tight over the next ten years. So, it is
really questionable how much nomentumwi || materialize
to |l ead plans to nmove towards nmore restrictive products
agai n.

So, the bottomline is that while there are a
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nunmber of forces on the horizon that could increase
pl ans' relative | everage again, there also are a nunber
of mtigating factors, and | think that the | esson that
we want to | eave you with today is that really
nmonitoring these changes over time will be critical to
assessing the degree of conpetition that exists in
health care markets, how that's changi ng, and what needs
to be done about it.

Thank you.

(Appl ause.)

MR. HYMAN: Thank you, Cara.

We're now going to hear fromthe heads of three
bureaus at the Federal Trade Comm ssion. First will be

Joseph Sinons fromthe Bureau of Conpetition, second

w |l be Howard Beales fromthe Bureau of Consuner
Protection, and finally will be David Scheffman fromthe
Bureau of Econom cs. Each of themw Il give you

their perspective on health care and conpetition | aw and
policy, talking a little bit about where the FTC has been
and sonme about where they would like to go. Each has
about ten m nutes to do so.

MR. SIMONS: Good norning, everyone, and thank
you all for com ng. Your presence here today,
particularly in such | arge nunbers, there is a big

overflow in the other roons as well, really indicates
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the increasing inmportance of health care and the health
care industry to our nation's econony.
As Timsaid earlier, during the introduction, we

really do hope to |l earn an awful |ot during this two-day

wor kshop. To provi de sone background and cont ext, what | amgoingto

doisjust tobriefly describe the Bureau of Conpetition'sinitiatives

over the last year in the health
care industry.

First let me say, however, that the Conm ssion
has a very long history of activity in health care, and
it particularly enphasized health care during Tims | ast
stint at the Comm ssion. For those of you who
haven't noticed, one of the characteristics about Tim
not just in health care, but in other areas as well, his
past is very definitely prologue. So, a |lot of what we
did previously when Timwas here, we're going to be or
we are re-enphasizing again.

Mor eover, health care has really becone a nmuch
nore i nportant part of our economy over the |ast few
years and thus the Bureau of Conpetition has really
started to dramatically increase the resources that we
are devoting to health care.

Qur activities have focused primarily on
hori zontal and vertical restraints and nergers involving

hospital s, pharmaceuticals and physicians. Qur recent
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enf orcenent activities can be characterized basically in
three areas: Price fixing anong the health care
provi ders, hospital merger retrospective, and
pharmaceuticals. [|'Il talk briefly about each of those
t hree areas.

So far this year, the Conmm ssion has entered
into five consent agreenents with physicians groups
settling what are pretty nuch price fixing cases. Now,
| nmentioned past is prologue, and we did this previously,
we did this during the '80s, we did this during the
'90s, and we were criticized by folks for some of our
efforts in the area of going after physician price fixing.

Basically what the criticisminvolved was that
we were picking a doctor here, a couple of doctors
there, generally in rural areas, and why were we wasting
our resources doing that? Well, whatever you think of
that old criticism it really doesn't apply to what
we' re doi ng now.

The cases that we've brought in the |ast year
have been in |arge netropolitan areas and invol ved
fairly large nunbers of doctors, especially the recent
case in Dallas which involved over 1,200 doctors engaged
in price fixing.

Just last nonth, the Comm ssion provisionally

accepted a consent agreenent with System Health
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Providers, which is a nultispecialty physician group
with about 1,250 doctors practicing in the eastern part
of the Dallas netropolitan area.

The second, third and fourth cases that we
br ought involve orders issued agai nst or orders
provi sionally accepted by the Conmm ssion for comrent,

t hree physician groups in Denver, Colorado. The first
one, P-1-S-D, affectionately known as PISD, is a group
of 41 primary care doctors practicing in the southern
part of Denver; AAPCP had about 45 primary care doctors
| ocated in the suburb of Aurora; and PIWC involves a
group of nore than 80 Denver obstetrician/gynecol ogi sts.

I n each of these matters, the non-physician
agent who organi zed the group or who acted as the agent
in dealing with the payers was also naned in the
conplaint and is al so bound by the order.

The fifth doctor case involved Napa County,
California. That case involved a group of alnost all of
the obstetrician/ gynecol ogists in Napa County. As a
result of the doctors' actions, at |east according to
our conpl aint, sonme health plans actually stopped
provi di ng HMO coverage in that county entirely. The
order requires the group to dissol ve.

Finally, as it relates to physician matters, we

i ssued an advi sory opinion to MedSouth, which is a
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Denver | PA. As that letter indicates, we are very
receptive to innovative forns of health care provider
integration where it stands to benefit consuners by
ei ther reducing costs, or by inproving quality.

Let me just be clear, in terns of the cases that
we' ve brought this year, the five cases that |
menti oned, those were really price fixing cases, none of
t hose cases involved any form of serious integrated
activity. One of the things that Tim s been enphasi zi ng
since he got here is efficiencies. He's enphasized that
in mergers, and in non-nergers as well, and that's
really critical to what we're doing in the health care
area. We are very synpathetic to efficiency clainms and
to quality concerns, and we are commtted to | ooking
very seriously any time those argunents are in play.

Let me talk a little bit about the hospital
merger retrospective. You had a presentation a little
bit earlier today which kind of put the |line-up on the
board of the government's success or really its failure
in the area of hospital nmerger enforcenent. |In fact, |
think we're zero for our |ast seven.

Coming into this, we had a coupl e of
choices. Basically we could just say, ah, let's fold
our tents, there's nothing we can do, or we could try

sonething significantly different than what we had been
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doing. So, we picked the latter.

What we thought we mght do is, a lot of us had
a suspicion that even though we lost all of those cases,
that we were really right, at least in sone substanti al
part of them and that prices were really affected. So,
what we have committed to do is going back and actually
| ooking to see in a variety of contexts whether the
mergers, after the fact, can be shown to have increased
price.

We're doing this for two reasons: The first one
isif we find a transacti on where we can show a price
effect and a renedy is available, we'll fix it, and we
woul d do that through the adm nistrative process. Then
two is if by studying these consummted transacti ons we
can actually show there was, in fact, an effect when the
court said, oh, no, there wouldn't be, well then we can
use that to informthe cases going forward and
re-institute the challenges to nergers prior to
consummation. So, we're |ooking at that fromthose two
per spectives.

The final area that we're involved with that |
want to tal k about today is pharnmaceuticals. Everyone
who pays any attention to the news sees the concerns
about rapidly increasing costs of prescription drugs on

behal f of virtually everybody, patients, enployers, the
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governnment. Consequently, the Comm ssion over the
| ast several years has been devoting an increasing
amount of resources to the pharmaceutical industry. W
are now to the point where we focus nore than 20 percent
of all conpetition resources on the pharnaceuti cal
busi ness.

There were three very significant non-nerger
matters this year in the pharmaceutical industry that

were brought by the Comm ssion. The first one involves

Biovail. This was a | andmark case for us involving a
wrongful listing in the FDA's Orange Book. Biovail is
basically a two-fer for us. |It's our first w ongful

listing case in the Orange Book, and it also involved a

vertical acquisition, in this case of a patent.

Bi ovail manufactures a drug known as Tiazac. |It's

a product used to treat high bl ood pressure and
chroni c chest pain. Another conpany had filed an
application with the FDA for approval to provide a
generic of Tiazac, and certified that it did not
infringe any of Biovail's patents that were listed in
t he Orange Book.

Bi ovail sued them for infringenment anyway and
the generic prevailed at trial, but before the generic
could get to the market, Biovail acquired an exclusive

i cense to another patent that was not required to
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manuf acture Tiazac, but which Biovail clainmed the
generic would infringe anyway in making the generic for
Tiazac. Biovail then listed that patent in the Orange
Book, sued the generic and the 30-nonth stay under the
Hat ch- Waxman Act was triggered.

The conplaint that the Conm ssion filed charged
both that the acquisition of the license and the
wrongful listing in the Orange Book unlawfully
mai nt ai ned Biovail's nonopoly in violation of both
Section 7 of the Clayton Act and Section 5 of the FTC

Act. The consent order required Biovail to divest part

of the exclusive license that was preventing the generic

entrant fromentering, the order prohibits the conpany

fromtaking any action to cause any additional del ay

under the Hatch-Waxman Act, and the order also prohibits

Biovail fromwongfully listing any patents in the
Orange Book relating to any products that Biovail

produces.

The second case al so involves Biovail. It was a

big year for them Biovail and Elan were the only two

manuf acturers that had FDA approval to produce a generic

version of branded Adal at, which is an anti hypertensive
drug. What the parties basically did was they agreed
that only Biovail would have the control of the

di stri bution and Biovail would share in all of the
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profits whether the product was Elan's products being
sold or whether it was Biovail's product being sold.

The order that we obtained there term nates the
agreenment between the two conpanies and it prohibits
themfromentering into simlar agreenents in the
future.

The third case in this area is the Schering
case, and that case is currently in part 11l litigation.
This is the first case that the Comm ssion is litigating
t hat involves a patent settlenent with what we call a
reverse paynment where the brand pays the generic, the
alleged infringer, to stay off the market. The
conpl aint alleged that Schering-Plough paid Upsher-Smth
$60 mllion and American Hone Products at |east $15
mllion in exchange for those conpani es' agreenents to
stay off the market with respect to their generic
pot assi um chl ori de suppl enents, the generic for what
Schering was selling, which was its K-Dur 20 product.

The staff has appeal ed the decision of the ALJ
di sm ssing the conplaint and the case is now on appeal.
In addition, AHP had settled that case before the trial
began. So, that's on appeal to the Comm ssion, and |'m
very hopeful that the Comm ssion will reverse the ALJ,
and in any event | think the Comm ssion is going to have

an excellent opportunity to wite a highly interesting
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opi ni on.

The other area in pharmaceuticals that we're
focusing on is nergers. We have been extrenely active
there as well. There's one quite large investigation
that's ongoing, and in addition a very good exanpl e of
our activity there is a recent transaction involving
Amgen and | mmunex which was a deal involving a big
deal in the biotech sector.

Al'l right, what |ies ahead? Well, what |ies
ahead depends in part on what we |learn here in these two
days and then what cones about as a followup fromthese
two days of hearings. The Conmi ssion really over the
| ast few years has been quite active in holding these
types of hearings and workshops and they've been highly
informative. So, we're really optim stic about getting
sone excellent input fromthe folks at these two
hearings, the two days of hearings, and then what
foll ows.

But in any case, we're certainly going to
continue to devote a very substantial portion of the
bureau's resources to the health care industry. W are
very much committed to trying to revitalize hospita
mer ger enforcenent, and we have many cases in the
pharmaceuti cal industry in our pipeline and of course

we'll be very active with respect to nergers in the
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health care arena al so.
That concludes ny remarks for this afternoon.
Thank you so much for your attention. |'m sure that
the rest of the workshop will be extrenmely interesting

and very thought-provoking. Thanks again.

(Appl ause.)

MR. BEALES: | nmmy or nmay not be a speaker that
needs no introduction, but | get no introduction. |I'm
Howard Beales, |I'm Director of the Bureau of Consuner

Protection.

The Bureau of Consunmer Protection shares the
Bureau of Conpetition's goal of ensuring that the consuners
enjoy the full benefits of a conpetitive marketpl ace.
However, we cone at it froma sonmewhat different perspective.
In particular, we focus on the crucial role that the free flow
of truthful advertising plays in conpetitive markets. Truthful
adverti si ng enabl es consuners to make wel | -i nf or med deci si ons about
their health care options, including, their choices or health care
goods and servi ces.

As George Stigler once wote, "Advertising is an
i mensely powerful instrunent for the elimnation of
i gnorance.” Unfortunately, there's a good deal of
information in the marketplace that's not truthful, and
not even close in many cases.

A key part of our mssion is to target

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

109

advertisers that deceive consuners, particularly
vul nerabl e consuners who are desperate to find a cure
for their cancer, guard their famly frombioterrorism
or shed a few unwanted pounds to inprove their health.

We commit substantial resources to keeping
abreast of new health care devel opnents to prevent deceptive
advertising. In doing so, we coordinate our efforts
with other federal and state agencies, in order to
| everage the resources that we have avail abl e.

Let ne give you a few exanples: One
| ong-standing priority of our programis to conbat
health fraud by marketers who sell unproven cures to
desperate consunmers suffering fromcancer, AIDS, arthritis,
or other serious diseases.

Unfortunately, the advent of the Internet has

made it inexpensive to reach a large, potentially world-w de

audi ence, with clains that are plainly false or unsubstanti ated.

The FTC, in cooperation w th other federal and state agenci es, has
cracked down on conpani es that use the I nternet to deceptively market
products for the
treatment of a wi de range of serious health conditions.

Most recently, we settled charges with BioPul se
I nternational, which advertised its alternative cancer
treatments at a clinic in Tijuana. The conpany clai ned that

it's therapy woul d cure cancer by i nducingacomwithinsulin. To
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t hi s audi ence, that's probably all that needs to be sai d about the
substantiation for that claim

In addition to bringing actions against these types of
mar ket ers, we use Operation Cure-all as an educati onal
tool to alert consuners to health care fraud online and
of fline.

Anot her mmj or project has involves bioterrorism
Consuner fraud is by definition an opportunistic
endeavor. Last fall, just after the nation-w de anthrax
scare, we |earned that unscrupul ous marketers were
preying on consuners' fears and marketing products to
det ect bi ol ogi cal agents or prevent or treat ant hrax, smal |l pox, and
ot her bi ohazards.

We | aunched, together with the FDA and 30 state
enforcement agencies, an Internet surf to identify sites
maki ng suspicious clainms. W sent out nore than 100
warning letters to marketers, demandi ng
that they imredi ately discontinue their claims. W
foll owed up the warning letters, and ultimtely we
br ought enforcenent actions agai nst several conpanies,
including Vital Living Products.

Vital Living Products advertised a do-it-yourself home ant hr ax
testing kit.

Unfortunately, when we tested the kit against

anthrax, it said there was none: when we tested it
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agai nst common househol d bacteria, it said we had
ant hrax. Fortunately, we stopped them before any test
kits were actually sold. 1In this area, pronpt federa
and coordinated federal and state enforcenment efforts
were successful in preventing the emergence of nore
wi despread frauds involving bioterrorismrel ated products.
Of course, not everything we do is fraud. In
sone cases, marketers of legitimte products will stray
over the line in an effort to obtain a conpetitive
advant age. When they do, it's our job to pull them
back. In March, for exanple, we announced a settlenent of
al l egations that the makers of Wonder Bread and its
advertising agency made the deceptive claimthat added
calciumin Wonder Bread could inprove children's brain
function and nenory.
Now, calciumis wonderful stuff, and if you

don't have any calcium then probably your brain won't

function very well, but to go fromthere to a claimthat
addi ng cal ciumto your diet will inprove nmenory and brai n functi on,
nore of a stretch than the evidence will support.

Al t hough ordinarily our actions are effective in
bringing advertisers into line, there are sone
intractable problens out there. One has been in the
area of weight |oss, where marketers continue to take

advant age of consuners' desperation to | ose those pounds
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or change the shape of their bodies. There seemto be
countl ess new ploys to separate overwei ght consumners
fromtheir nmoney with a new one energi ng every few nonths.

In May, we filed federal court conplaints
chal I engi ng claims nmade by three wi dely adverti sed
abdom nal exercise belts. You probably saw the ads. The
conpani es claimthat you could wear the belts for a few
m nutes a day and have washboard abs with no effort
what soever. Unfortunately, it wasn't true.

This action follows a series of FTC actions
agai nst other products with nanmes that also say it all,
li ke Exercise in a Bottle, and Fat Trapper Plus. If only
it were true! Qur actions were often acconpani ed by orders that
requi red t he paynent of mllions of dollars inconsuner redress. There
will be nmore of these enforcenent actions.

What probably interests us nost about this
wor kshop i s the sessi on on prescription drug advertisingto consuners.
This i s sonmet hing that the Comm ssion has in the past defended as
consistent with the benefits of truthful advertising
in conpetitive markets, and it's sonething that really
has the potential to revolutionize the way consuners
find out about inportant new treatnents.

Because such advertising has such significant
potential benefits, it's also especially inportant that

it be truthful. Now, the FDA has primary jurisdiction over
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prescription drug advertising. But thisis one area where we al so have
jurisdictionand one area where we can work cl osely with the FDA, as we
doinother areas. W' re lookingat ways to dothat in order to ensure
t hat prescription drug advertising directly to consuners renai ns
truthful and fulfills the potential benefits that it can offer.

Prescription drug advertisingraises avariety of i ssues, from
its effect onpricestoits effect on physician/patient relationships,
and we | ook forward to t he di scussions inthe panel tonorrowon that
i ssue. Thank you very nuch for your attention, and we | ook forward to
your input during the workshop.

(Appl ause.)

MR. SCHEFFMAN: Hi, |I'm David Scheffrman, |1'mthe
head of the Bureau of Econom cs, we're the brains behind
all these |awers, we |like to think.

Economi cs is inportant to what we're doing in
health care. [I'mgoing to talk very briefly about what
we're doing. TimMiris has |long believed in and been a
very strong proponent of enforcenent. Inthe ' '80s hecaneinwtha
very aggressive enforcement program w th health
care being one of the targets. He has al so always believed that
having research to supplenment our efforts is inportant. As he
indicated in his remarks today, the Bureau of Econom cs has a | ong
hi story of producing researchinthe health care area. He tal ked about
t he Greenberg Conference and Moni ca Noether's

report fromthe early '80s which was for a while successful in
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supporting hospital merger cases.

Let me talk a little bit about sone of the areas
where the Bureau of Economics is currently active. First, as
a nunber of peopl e have al ready said, we're | ooki ng at consunmat ed
hospital mergers. This is part of a broader programof | ooking at
mergers in lots of industries where enforcenent
deci si ons were unsuccessful. W are trying to determ ne whet her
we had the analysis right. MWhat's involved is |ooking at data
and trying to determne as a matter of econom c anal ysis
whet her prices appear to have gone up nore than they should
have as a result of anticonpetitive behavior.

It's fundanentally an enpirical issue. W
don't have any answers yet, and we're anal yzing alot of data. It is
going to be interesting, in my view, as many of us have
wat ched the unsuccessful jurisprudence on hospital nergers.
The courts probably haven't gotten the market definition
right in ternms of geographic market. This is a bit
di sappoi nti ng because the court's deci si on nust have been based on
econom c testinony, and based on patient mgration data.

Many peopl e have said for sone tine, including
a Geg Werden article, that patient mgration data nmay not
tell you a | ot about market definition in a situation where
you have networ ks and bargai ni ng power and where the sales
are made to third party payers and not directly to patients.

| think that if we find evidence in our enpirical analysis
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t hat denonstrates that some of these nergers that were not successfully
chal | enged were anticonpetitive, it's going to
fundamental |y change the way we do mar ket definition.
t hi nk appropriately so, but it's an enpirical issue and
we don't know the answer yet.

I naddition, the anal ysi s of conpetitive effects in hospital
nergers i s going to have to be ret hought. There's nothing better than
havi ng actual exanpl es of post nerger activity to use to anal yze how

hospital conpetition really

wor ks, as opposed to how we usually analyze nmergers prospectively

W' re al so doing al ot of thinkingabout health-care providers.
As Joe indicated, we have a |lot of investigations
of essentially naked price fixing arrangenents anong doctors. An
inportant issue for economc analysis to address in these
investigations is the conpetitive inpact of provider groupintegration.
The questionis if the provider groups get bi g enough, and sufficiently
integrated, will there cone a poi nt where i s bi g enough becones too
bi g, and where we m ght foresee an anti conpetitive effect. W're
anal yzing this issue.

On the enforcenment side we al so conti nue to be very busy with
Hat ch- Waxman r el at ed pharmaceuti cal matters. BE al so has an active
research agenda. We've brought in Bill Vogt to hel p spearhead our
research efforts, and we're delighted with that. W have sone
out st andi ng heal th care researchers inthe Bureau |l i ke M ke Vita and

Lou Si |l via and ot her fol ks who have been activel y worki ng on heal th

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

116
care i ssues for sonetine. W have al so made contact with some of the
| eadi ng heal th care econom sts inthe country and are working with
t hem

We understand that quality is the nost inportant
issueinhealth care. For an enforcenent agency is critical to be able
t o denonstrate that enforcenent actions don't have an adverse effect on
quality.

Inthe rest of antitrust, we generally don't think thereis a
"quality conpetitiontrade-off." However, for years we've actively
enforced inthe pharmaceuti cal area, where our cases are often based on
reductions in quality and variety, and that's
noncontroversial. W' re sponsoring alot of research with | eading
researchers onthequality issue. Sofar, we have contracted wi th four
researchers to examne the rel ati onshi p bet ween heal t h care conpetition
and quality. The issues they are investigating include the
rel ati onshi p between hospital surgical volume and quality, andthe
rel ati onshi p bet ween physi ci an practi ce organi zati ons nmar ket structure
and quality.

So, those are things we're doing as part of
this, as the other speakers have tal ked about, these
hearings are very inportant because we're bringing some
of the I eading people in the area to cone and tal k and
we'll be listening. If you have nore to tell us, nore
than in the conference in ternms of papers, data,

econom ¢ analysis, of any sort, we would be delighted to
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hear from you.

Thank you very much for com ng.

(Appl ause.)

MR. HYMAN: We're now going to hear from
representatives of two of the entities that are partners
of the Comm ssion in enforcing the nation's antitrust
| aws, first representing the Departnent of Justice is
Deborah Majoras, who is Deputy Assistant Attorney
General for Civil Enforcenment in the Antitrust Division.

MS. MAJORAS: Thank you, Davi d.

| ' m pl eased to have the opportunity today to
tell you about sonme of the Antitrust Division's
initiatives and enforcenent actions recently in the
health care industry. | thank Chairman Miuris and the
Federal Trade Conm ssion for sponsoring this workshop and
for inviting our participation.

Strong antitrust enforcenment plays a significant

role in encouraging and facilitating conpetition in the

health care industry, and in the few m nutes | have, | am

going to give you a brief overview of what we are doing
in this area, identify some areas of concern and
interest for us, and tell you where |I think our efforts
will be directed in the future.

| first want to address a matter that | think

has been the subject of some m sunderstanding by sone
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observers, and that is the absorption of the
responsibilities and nost of the resources of our Health
Care Task Force into our newly created Litigation | Sectionearlier
this year. That action did not signal
and has not resulted in the Division's exit froma significant
enforcenment role in the health care sector. Rather, it was
part of a Congressionally-approved and Di vi si on-w de noderni zati on
effort to concentrate industry expertiseinsix civil litigating
sections of roughly equal size, each havi ng broad nerger and non- ner ger
responsibility inparticular industries and each with sufficient staff
to performthose responsibilities efficiently and effectively.

Now, in the case of the Health Care Task Force,
the staff, and of course their expertise, was not
di ssipated in this reorgani zation; rather, that staff
was essentially transferred whol esale into the new
Litigation | Section. Led ny Mark Botti and John Reed,
our Chief and Assistant Chief, respectively, those staff
menbers continue to investigate health care matters
within the context of that full-fledged section. In
accordance with the phil osophy that underlies our
noder ni zation effort, we expect that Section to engage
in "comunity policing” in this inportant industry.

Now, one area of primary concern for Litigation
I, I will be the evaluation of nergers and of unilateral or

coordi nat ed conduct by health insurers. For consuners
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to benefit fromconpetition in health care markets,
sufficient conpetition nmust be maintained not only anong
provi ders, but also anmobng the health plans that purchase
the providers' services on behalf of the plan nenbers.

Qur conpetitive interest in this regard has been
hei ght ened by the generally increased | evel of
consolidation of health insurance markets in the past
few years. G ven these ongoi ng market changes, we w ||
pay cl ose attention to whether any particul ar nmerger
woul d give the nerged insurer sufficient market power to
i ncrease prices or reduce quality in the sale of managed
care plans in specific geographic areas or to acquire
nonopsony power over providers. We will make close
scrutiny of health insurance plan nergers a priority.

Li kewi se, we will continue to focus on
collective or unilateral activity by insurers that may
rai se conpetitive concerns, dependi ng, of course, on the
insured's mar ket power and ot her relevant market
conditions. To cite sonme exanples, we recently
scrutinized a health insurance market in a major
metropolitan area for possible evidence of coordination
or collusion anong managed care plans operating there.

In addition, within the past several nonths, we
i nvestigated a conplaint by providers that a form of "al

products clause"” instituted by an insurer with
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substantial market power -- that is, a clause that gives
provi ders nore favorable rei nbursenent rates if they opt
to participate in all of an insurer's plan offerings -- was
anticonpetitive.

Furthernore, we continue to receive and eval uate
conpl ai nts about managed care plans' use of "npbst favored
nations" clauses to determ ne whether they nmerit nore
conplete investigation or ultimtely enforcenent action.

These types of cl auses general ly operate to protect i nsurers agai nst
ot her plans getting better rei nbursenent rates, and so they often
provi de a di sincentiveto providerstolower their rates. Inthis
regard, we have, for exanpl e, i nvestigatedthe use of an MFN cl ause by
a Blue Cross plan in Al abama, an i nvestigation we cl osed only upon
confirm ng through our i nvestigationthat the plan abandoned t he MFN
policy. Simlarly, inWstern Pennsylvani a, H ghmark, aninsurer with
significant
mar ket share, recently proposed to the Pennsyl vani a
Departnent of Insurance the inclusion of an MFN cl ause
intheir contracts with hospitals. Now, inthe md-1990s, the D vision
had advi sed t he Pennsyl vani a | nsurance Departnent that H ghnark's t hen-
proposal to institute an MFN policy had serious
conpetitive concerns. While we were evaluating the MFN
this time, H ghmark abandoned it.

Anot her area of the health care sector that we

are currently focusing on and that has absorbed an increasing
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amount of our resources is the rather broad category
referred to as "ancillary health care products and
services." The Dentsply case is a recent exanple.
That |awsuit, which we filed in federal district court
in Del aware, challenges the use by Dentsply, the
dom nant manufacturer of artificial teeth in the United
States, of restrictive dealing arrangenents with denta
| aboratory distributors. Thetrial of that casethis springlasted
t hree weeks, and we have closing argunents
schedul ed for Septenber 20.

In that case, we're challenging two exclusive dealing
practices by Dentsply, which has an 80 percent share of the artifici al
tooth market inthe U S. andsells all of itsteethto deal ers. Under
Dentsply's Dealer Criterion No. 6, if a dealer
selling Dentsply teeth begins sellingaconpetitive brand, Dentsply
pullsitsteethfromthat dealer. (I'msorry, | couldn't resist!) In
addi tion, Dentsply has a practice of
requiring new dealers to drop sone or all conpetitive
brands in order to take on Dentsply's teeth in the
first place.

Now, there are several inportant |ega
i ssues presented by this case and I will just highlight
two for you: One issue is whether exclusive dealing
arrangenents that are, as atechnical matter, term nable-at-wll can

nevert hel ess cause anticonpetitive effectsinthe market. Dentsply
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sellsitsteethto deal ers on a purchase order basis, andthereis no
express durationto their agreenents. Yet, as a practical matter,
t hese agreenent s have been perpetual in | ength because no deal er has
beenwillingto give up substantial Dentsply tooth business to add a
rival tooth brand. Dentsply's policy, then, presents dealers with an
al |l -or-nothing proposition: if you add conpetitive brands, you wi ||

| ose al | of your Dentsply busi ness. G ven the 80 percent mar ket share,

t hat choice has been an easy one for dealers in the |last 15 years

During that tinme, while some had expressed an interest
in adding rival tooth brands, none has done so.

Anot her issue in this case relates to the
i nportance of a traditional proxy used by courts in
assessi ng exclusive dealing arrangenents. Traditionally,
courts have exam ned such factors as the duration of the
agreenent and anmount of foreclosure and we believe we
have strong evidence to support that these factors in
our case support a violation. But we also have direct
evidence, froma variety of sources, of the actual
anticonpetitive effects of these practices, that is
evi dence that the practices have substantially reduced
conpetition and consuner choi ce, deterred entry, and i ncreased pri ces.
And t hat evi dence we ar e ar gui ng, ought to be enough for us to prevail
inthis case. Weareoptimstic that the evidence we presented wil |
result inafindingof liability, enablingus torestore conpetitionin

this market for the benefit of
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CONSUNers.

Now, our significant attention to the areas of
heal th i nsurance and health care products shoul d not be
taken as an indication that the Division will in any way ignore
i ssues in provider markets. While we believe our focus
on health insurance is conplenentary to the FTC s
increased comnm tnment to enforcement in provider markets,
we will continue to use our expertise regarding
providers to open investigations and take action where
appropriate. Currently the Division is pursuing a nunber of
health care matters focused on provider conduct,
i ncludi ng a nunber that we have opened in recent nonths.
Litigation I will continue to focus heavily on
hori zontal activity. For exanple, inUnited States versus Federation
of Physicians and Dentists, we are in the process of
securing entry of a stringent consent decree that woul d
put an end to illegal collective action under taken by
ort hopedi ¢ surgeons in private practice through their
menbership in a professional union operating nationw de.

In that case, we have alleged that the
Federation had recruited nearly all of the private practice
ort hopedi ¢ surgeons in Del aware as nenbers, who then agreed to
designate the Federation's executive director as their agent to
negoti ate the fee |l evel s t hey woul d accept fromBl ue Cross/ Bl ue Shiel d

of Del aware. When Bl ue Cross declinedto negotiate wth the doctors
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t hrough t he Federati on, t he Federati on and ot hers persuaded t he doctors

to deal with Blue Cross only through the

Federation and ultimately organized nearly all of its
menber orthopedists to termnate their contracts with
Blue Cross in the belief that the action would force
Blue Cross to accede to their fee demands.

The proposed consent decree is nationwi de in
scope and prohibits the Federation from participating
in, encouraging, or facilitating any agreenent or
under st andi ng bet ween conpeting physicians or from
negoti ating on behalf of conpeting physicians about any
payer contract or contract term-- activities that if
undertaken woul d force health plans to pay increased
f ees.

We continue to investigate other allegations
t hat professionals in various markets are using
seemngly legitimate joint conduct as a pretext for
collusion. Over the past several nonths, we've been
conducting an investigation into a physician-owned joi nt
venture that provides a nultipractice network of
physi cians to health care payers in a substantial urban
area. The network began operating in 1995 and now has
several hundred physician nmenbers representing over 90
percent of the physicians practicing in this nmarket.

We have al so opened an inquiry into a hospital network
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we are reviewing a hospital joint operating agreenent in
anot her instance of physician collective bargaining,
just to give you the flavor of sone of the things we
have before us.

It nmust be recognized that if, in our scrutiny of
hori zontal conduct, we discover health care businesses
that cross the line to engage in explicit collusive
arrangenents regarding fees or market allocation, we

wi || consider prosecuting crimnally. In this regard,

125

we have strengt hened our |iaisonrelationshipwththe Federal Trade

Comm ssion recently so that FTC staff who uncover evi dence of such

explicit agreenents when they are doing their own i nvestigations can

qui ckly bring the evidence to the attention of our staff
Nati onal Crim nal Enforcenent Section here in
Washi ngt on.

| would just like to say a few words on the
procedural front and highlight our merger review process
for a noment. Assistant Attorney CGeneral Charles Janes
has made it a top priority to make our nerger review
process nore efficient and manageable for the Division
and for all parties in all industries, including the
health care sector. The effort began with the
announcenent of our Merger Process Review Initiative in
whi ch we established a nunber of nethods for making

initial waiting periods nore productive, as well as
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stream i ni ng both the Second Requests that are i ssued and the staff's
assenbl i ng and anal ysi s of informati on. The procedures outlinedin
thislInitiative are desi gned to encourage our staff and t he nmergi ng
parties to nmove nore quickly toidentify critical |egal and econom c
i ssues regardi ng proposed nmergers, to
facilitate a nore efficient and nore focused
i nvestigative process, and to provide for a nore effective
process for reaching conclusions based on an eval uation
of evidence. While the dearth of nmerger activity has led to
only limted experinentation with this Initiative, the
early feedback both fromstaff and from parties has been
quite positive, and | encourage all parties to continue
wor ki ng cooperatively with us through this initiative.

In closing, I want to enphasize that the
Division intends to closely nonitoring and, where
appropriate, take enforcenent action in this vitally
i mportant health care sector of the econony. In doing
SO0, we expect to give greater attention than we
traditionally have given to the area of health care
i nsurance. At the sanme tinme, though, we wll maintain
flexibility to enable us to adapt our enforcenment focus
to any significant anticonpetitive activities that arise
in this industry. Using our strong expertise, and in
partnershipw ththe FTC, we i ntend to work to ensure a conpetitive

heal th care marketplace for consuners.
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Thank you very nuch.

(Appl ause.)

MR. HYMAN: A coupl e of 1ogistical
announcenents and then I'll introduce the |ast speaker
before lunch. First, all of the materials that were
referenced by the heads of various bureaus are included
in the photocopied tan-colored book of which there are
copi es outside of each of the roonms in which this workshop
is being held. We are al so goingto put together arelatively easily
accessible set of all of those things on our website.
So, if you're interested in getting nore details on any of those
enf orcenent actions, or any of the papers, thosewi || beeasytofind

on the workshop

website.

Second is there will be a transcript of this
entire session that will be posted on the website as
wel | .

Third, for those who prefer noving pictures, you
can purchase a vi deo, once that gets processed. The slides that people
have been showi ng wi | | al so be posted on the website after the workshop
is conpletely over. I|f youcheck in about a week, all of themshould
be up.

Fourth, lunch lasts from 12:35 until about 2:00.
We are planning to start pronmptly again at 2:00 and we

wi Il begin panel discussions, the subjects of which are
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outlined in the agenda.

Finally, the FTC respect property rights, but in
order to have your property rights inyour seat mai ntai ned, you needto
| eave sonet hi ng there that i ndi cates what t he boundari es are to avoi d
adverse possession problenms. | don't teach property.

Let me introduce our |ast speaker of the
norning. Inadditiontothe Departnent of Justice, the 50 Attorneys
Ceneral of the various states have their own di stinct roleinenforcing
the nation's antitrust |laws and also usually have their own
state-specific antitrust | aws.

Now, we figured it would tax the patience of a
saint to bring in all 50 of the State Attorneys Ceneral
or at least representatives and so we instead picked one
who will offer a broader perspective. W're very |ucky
to have Ell en Cooper, who is an Assistant Attorney
General and the Chief of the Maryland Antitrust
Division. She's also the Chair of the Health Care
Working Group of the Miultistate Antitrust Task Force of
the National Association of Attorneys General, so she
will be able to, in one ten-m nute session, give you a
50-state perspective on health care and conpetition
policy.

MS. COOPER: As you can imagi ne, fromthat
introduction, |I'Il be speaking very, very quickly.

It's an honor to be here today representing the
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State Attorneys CGeneral in this very inportant and
timely workshop. Before | get started, | have to say
that the views that | express are nmy own and not those
of any state attorney general or the Attorney General of
Mar yl and.

| would also like to thank ny col | eagues, Bob
Hubbard from New York, Kevin O Connor from W sconsin and
Meredith Andrus from Maryland in their help for ny
preparation for these renmarks.

First, let nme give you sonme context before
descri bing some recent state health care antitrust
initiatives. State attorneys general tend to
concentrate their antitrust enforcenent resources on
probl ens that profoundly affect consunmers within the
state or that disproportionately inpact the state's
general social and econom c welfare. Providing
af fordabl e health care to citizens in both urban and
rural areas is a problemthat nmeet both criteria.

Al so, the activities of health care providers
i ke hospitals, physicians, hone health agencies and
anmbul ance conpanies are often local in nature, affecting
only a single region of the state, or a single
metropolitan area. For this reason, federal agencies
may not wi sh to devote resources to the matter

The attorneys general, in contrast, nmay be
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particul arly conpetent to anal yze conpetitive conditions
in local markets, and also particularly notivated to do
so. Many state attorneys general have expressly
articulated health care issues as an antitrust

enf orcenent priority. However, attorneys general have
responsibilities, and this is the context part, that are
much broader than antitrust enforcenent.

They may represent their state departnments of
health, they may participate in certificate of public
advant age proceedi ngs, they may participate in
certificate of need proceedi ngs, representing state
regul ators. They may prosecute health care
professionals for violating state |icensing regul ations.
They may have both statutory and equitable powers to
protect the integrity of charitable trusts that run
hospitals. They may even represent |arge university
t eachi ng and research hospitals.

I n addition, attorneys general prosecute health
care fraud and abuse cases. They may represent state
i nsurance conm ssi oners whose anal ysis of health
i nsurance providers may focus nore on sol vency issues
t han on conpetition issues.

Despite these often conflicting roles, the
attorneys general of the majority of states have

antitrust divisions nore and nore often headed by career
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antitrust enforcers that approach antitrust
investigations in a systematic, professional and highly
confident way.

Currently, the primary focus of the states is
t he pharnmaceutical industry. 1In a series of nultistate
cases, sone prosecuted in cooperation with the FTC, and
sone litigated with private class action counsel, the
states have sued both brand nane and generic drug
manuf act urers.

In Myl an Laboratories, the states and the FTC
sued a generic drug manufacturer for tying up the supply
of chem cals of two antianxi ety drugs needed by other
generic manufacturers to conpete by entering into
excl usive contracts with these suppliers.

In a $100 mllion settlenment negotiated by the
states and the FTC, jointly, enconpassing all 50 states
and the FTC, the FTC obtai ned di sgorgenent. The
states were able to ensure, by working with chain
pharmaci es, that an unusually high nunmber of affected
consunmers were able to recover nonetary relief, ranging
from $200 to $2, 000, dependi ng upon the length of tine
that they purchased the two drugs.

At the present tine, various conbinations of
states are challenging the practices of ngjor

pharmaceuti cal conpanies related to extensions of their
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patents on the followi ng drugs: Cardizem CD, Hytrin,
K- Dur 20, Taxol and Buspar. The specific acts
conpl ai ned of vary.

In some cases, |ike Cardizem CD, the states
chal l enged the settlenment of a patent infringenent case
br ought pursuant to the Hatch-Waxman Act. |In other
cases, like Taxol, the states have clainmed fraud on the
patent office. Each case is unique, but I would like to
use Taxol as an exanple of a current state initiative.

Taxol, as you may know, is a chenotherapy drug
devel oped by the National Cancer Institute of the
National Institutes of Health. N H entered into a
statutory research and devel opnent agreenent with
Bristol - Meyers Squi bb which allowed Bristol to market
Taxol exclusively for five years w thout patent
protection, after which time generic entry was expected.
According to the states' conplaint, notwithstanding this
arrangenent, Bristol applied for and obtai ned a nethod
of use patent failing to disclose several materi al
publications to the PTO

The states contend that this fraudul ently
obt ai ned patent maintained Bristol's nonopoly and
precl uded generic entry. Mst of the patents' clains
have subsequently been declared invalid and

unenforceable. Two clains are still in litigation
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Bristol also agreed to list in the FDA Orange
Book a patent owned by a conpeting generic conpany,

Ameri can Bi oscience, Inc., ABlI, which further del ayed
generic entry into the market for packs of Taxol. ABI's
patent was | ater declared invalid. The Taxol case is
now entering the discovery phase.

More than sinply | ooking at pricing problems in
t he pharmaceutical industry in antitrust terns, the
attorneys general through the National Association of
Attorneys Ceneral, have created a pharmaceutical pricing
task force to address issues of cost and access as well
as how to redress collusion, fraud, and m sinformation
through litigation, |egislation, and educati on.

Most antitrust violations affecting health care
are local, though, and they are not anenable to
multistate litigation. A nunber of states have stayed
extremely active in protecting conpetition in |ocal
health care markets. Just looking at matters over the
past few years, | found continued interest by state
attorneys general in continuing to review the
consol i dati on of hospitals and other kinds of providers
t hrough nmerger and joint venture.

For exanmple, in Connecticut versus Anmerican
Medi cal Response, the state settled with an anmbul ance

conpany by requiring it to divest anbul ance licenses to
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conpetitors, to sell ambul ances at narket prices and to
give up rights to certain prinmary service areas to
rectify concentration in the market caused by a series
of acquisitions. California challenged Sutter Health
System s acquisition of Summt Medical Center after the
FTC i nvestigated and decided not to challenge the
transaction. Unfortunately, California was ultimately
unsuccessful, failing to prove a relevant geographic
mar ket to the judge's satisfaction.

Ot her states that have actively revi ewed
hospital physician and clinic nmergers in the past few
years include Pennsylvania and W sconsin, both of which
have crafted consent agreenents that allow the
transaction to proceed, but placed restrictions on the
merged entity's future conduct. Such restrictions
usual ly characterized as regul atory by detractors and
creative by proponents typically require the new entry
to pass along to consuners cost savings from
efficiencies claimed fromthe nerger and to maintain an
open hospital staff and finally to refrain fromtying

certain services or acting in a discrimnatory way.

Attorneys general generally appear nore anmenabl e

to reaching resolutions that they perceive to be in the
public interest. It may be for this sane reason that

many of fices resolve health care issues informally.

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025

134



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

I nstead or in addition to taking a litigation route, the
attorneys general nmay anal yze nmarket conditions and
report to the legislature or to an adm nistrative or
executive agency.

I n 2002, the Massachusetts Attorney General
issued a report to the legislature on the Springfield
health care market and the Arizona Attorney Genera
i ssued a report on prescription drug prices, for
exanple. However, price fixing remains a core concern
of the attorneys general.

I n New York versus St. Francis Hospital, New
York successfully chall enged the joint negotiations of
managed care contracts and all ocation of services by two
hospitals in Poughkeepsie. The court ruled that the
hospital's joint negotiations were per se price fixing
agreenents and the allocation of services were
hori zontal market allocation agreenents al so per se
illegal. Interestingly, the hospitals tried to claimthe
state action defense, which the court found was not valid
because state supervision was m ssing.

In addition to litigating cases, attorneys
general issue opinions. M own office in Maryl and has a
board revi ew program whi ch advocates that |icensing
board regul ati ons be as proconpetitive as possible,

commensurate with the board's m ssion to protect
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consuners.

And since I'mout of time, |I'mgoing to say,
finally, looking to the future, | believe that the State
Attorneys General will continue to focus on

pharmaceutical pricing issues, bringing cases under
antitrust, consumer protection, and fraud statutes.
| ndeed, additional states nmay join Texas, Nevada,
M nnesota, and California in bringing or joining AW
| awsui ts based on various state statutory and comon | aw
t heories. However, continued consolidation in the
health care industry is certain to remain a concern, and
traditional core concerns about price fixing and other,
per se, antitrust violations are unlikely to di mnish.
Thank you.
(Appl ause.)
MR. HYMAN: We' Il continue comencing at 2:00.

(Wher eupon, at 12:40 p.m, a lunch recess was taken.)

AFTERNOON SESSI ON
MR. HYMAN: Thank you all for returning from
unch. Qur afternoon session will be two panels. | want

to begin by introduci ng Conm ssi oner Sheila Anthony of
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t he Federal Trade Conm ssion who will have sonme brief
remar ks.

COW SSI ONER ANTHONY:  Thank you, David, and
t hank you for all of your hard work in organizing this
very inmportant workshop. Throughout ny five years as
FTC Comm ssioner, |'ve often predicted that tackling
health rel ated conpetition and consumer protection
i ssues would be the Conm ssion's greatest acconplishnment
during ny tenure.

As ny termcones to a close, | think that

predi ction has cone true. |'mextrenely proud of our

137

enf orcenent efforts, although we' ve had sone di sappoi ntnents inthe

hospi tal nerger area. W have really done our best, | think, for the

Anerican public, especially inpharnmaceutical cases relatingto generic

drug conpetition. These cases have saved Anerican consuners literally

mllions of dollars.

As you've heard from our Chairman and our three
bureau directors this nmorning, we certainly aren't
resting on our laurels. OQur health care agenda remins
full and varied. G ven the Comm ssion's broad
jurisdiction over many sectors of our econony, sonetines
our enforcenment actions involve products and services
that seem esoteric or irrelevant to the average
American. |In contrast, health care is sonmething that

affects all of our lives and those of our |oved ones.
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VWhen | talk to ny famly and friends about their
greatest econom c concerns, you can bet that health care
is always at the top or near the top of their |ist,
Budgeti ng for increasingly expensive drug products,
securing a tinely appointnent with an over-booked
speci alist, getting enough of a doctor's time to really
di scuss a diagnosis or a proposed treatnment, dealing
with the endl ess, health insurance paperwork
-- well, you and your parents have been there, and you
know what |' m tal king about.

" massum ng that we, in this room are anong
the lucky ones. W take for granted our access to
quality health care, our very ability to participate in
the health care system For those uni nsured Anmericans
who can barely afford basic care for thenselves and
their famlies, and whose savings could be w ped out by a
maj or illness, the roster of concerns is even nore
fundanment al and frightening.

In short, while the Anerican health care system
is, in many respects, the envy of the world, it is, by
far, not perfect. The many problens are too conplex for
one discipline to solve al one.

In this building, the relevant question is, how
can the Comm ssion encourage the use of conpetition

principles to inprove the delivery of health care and
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keep the heal th care market itself healthy? I' mquite hopeful that this

wor kshop wi I | hel p focus t he di scussi on and encour age a di al ogue anong

all interested parties.

As our work progresses, perhaps we'll be able to
find some answers. However, sone relevant topics are
beyond the Comm ssion's authority and beyond the scope
of this workshop.

For exanple, a doctor friend of mne, whom I
asked to review our proposed agenda, expressed regret
t hat the Conmm ssion couldn't do sonething about

Medi care, which accounts for a huge percentage of al

heal t h care expenditures. Well, | havetoadmt, |I'mrelievedthat we

can | eave the Medicare reformto other parties. Personally, |

remain very interested in consuner protection issues relating to

di etary supplenments, weight |oss products
and over-the-counter remedies, and | hope the Comm ssion
will remain vigilant in those areas.

Havi ng said that, the nost critical health care
issues will be covered over the next day and a half, and
| ook forward to a trenmendous | earning opportunity for
us all.

And now | turn the m crophone over to the noderator
of this afternoon's panel, John Wegand. John's a
senior antitrust attorney in the FTC s San Franci sco

office. In his 14 years with the Conm ssion he's
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handl ed a variety of health care matters, including
nmergers of hospitals, health plans and physician
practices. In addition, he's led investigations into
hori zontal collusion anong hospitals and anong
physi ci ans.

John?

Panel 1, Health Care Services, Provider Integration

Panel Menbers
Dr. Ellen Burkett, MedSouth
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Henry R Desmarais, Health Insurance Association of
America

Stuart Fine, Grand Vi ew Hospital

Warren Greenberg, George Washington University

Cat heri ne Hanson, California Medical Association

St ephani e Kanwit, Anmerican Association OF Health Pl ans

Joe W egand, Federal Trade Conmi ssion, Mbderator

MR. W EGAND: Thank you, Comm ssioner Anthony.
The first panel will address the subject of provider
integration, and our first menber of the panel is Ellen
Burkett from MedSouth in the Denver area. Ellen?

MS. BURKETT: Thank you. Just so you know, |I'm
alittle outnunbered here. 1'mnot an economst. [|I'm
not an attorney. |'mactually a practicing physician.
|"'mthe clinical director and vice president of
MedSout h, which is a physician group in the Denver area.
You' ve already heard about Denver.

Three of the five decisions this year were about

Denver, and | would reassure you that our group has been

wor ki ng on our project for about three years.
Ant ecedent to sone of these decisions, we've been
working very hard to find a way to do it the right way.

Qur physician group has been in existence about
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six years and reinvented itself about three years ago
with the ideathat capitationwas not theright way t o do busi ness for
physi ci ans. So we | ooked f or anot her way to do busi ness, and | think
there are several ways that have been nenti oned today.

We grasped the one that was probably the brass ring,
whichis clinical integration. W are, as sonebody descri bed us in
t hei r handout, the unicorn. |'ve al so been descri bed as Joan of Arc.
You know how both of these people ended up

So we are still working on our project and
wanted to tell you a little about what we've done. W
have currently 315 physicians. About a third of those
are primary care physicians. W are physicians that are
in the south end of Denver, which strangely enough al
of the other FTC decisions that were done were in that
simlar area or nearby. So we have been kind of under
the m croscope, as everyone else has been in the south
area of Denver.

We have two conpeting hospital systens in Denver, that
currently have three hospitals. Sonmetinme inthe next twoto three
years, they'l| be five hospitals but two systens. W' ve under gone nmany
of the things that have been descri bed here thi s norning, the hospital
consol i dation, the health plan consolidation.

We have had a massive physician exodus fromthe
Denver area. |It's very hard to recruit physicians in

to the Denver area because of the situation. We' ve
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al so had specialty groups form ng and buil ding separate
facilities. W' ve had all of those issues sort of going
on at the sanme tinme that we've been working on this

pr oj ect .

We've had two partners, Quest Labs, which is a
national |ab conpany, and MedPlus, which is a software
conpany. Those conpanies canme to us to be their beta
site for this project and gave us the ability, | think,
to acconplish what we've done so far.

We have actually created a plan that does, we
t hink, the best job so far, which is the only job so far
presented to the FTC, in doing both clinical and
technol ogy integration for our group. The clinical arm
uses clinical guidelines. These have been taken from
nati onal guidelines, and they've been truncated and
measur es added and benchmarks added, and those are
el ectronically available to the physicians, and the

physi ci ans have signed physician agreenents, which they

are accountable for the guidelines which pertain to them
in their specialty.

They've had to sign off of them and they all
know they're responsi ble and accountable for how t hose
gui delines are going to be neasured.

The technology armis a large data repository
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that's been created for our physician group, and data's
al ready been going in for about a year and a half now.
It's going to be ongoing historical data. It currently
shares | abs and radi ol ogy, and we're worki ng on addi ng
prescription information, hospital information and some
of the other pieces that go into the system

We are not contracting as of yet. I'msure lots
of peopl e have questions about how we're doing. W're
not contracting yet. |It's |like a mne field. The FTC
revi ewed our proposal in June of 2001, and we got the
answer back in 2002, and it was basically a yell ow
light, and | think that was an appropriate response.

| think they made a thoughtful review of our
gane plan, and to be real honest, those of you who
haven't seen it, it's very anmbitious. | think it
enconpasses a lot of things that we intend to do, but we
need to be fully and conpletely inplenented before we
begin to contract.

| will say that we've net with sonme of the

health plans in the Denver area and have been net with a
very positive response. | think the health plans in our
area are interested in the physicians taking back sone

of the responsibility for taking care of patients, and |

think that's one of the things that this health plan or
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our clinical integration program does.

We see that there's benefits for the patients,
for the health plans and for the providers, all for
di fferent reasons, but much of it revolves around the
ability to share the information that we use for patient
care.

| think what brought 315 physicians with us,
despite the fact that this was an extensive anpunt of
money, tinme and energy on our part, was that this was a
program that was patient-centric. |It's not health plan
centric. It really revolves around how to better take
care of patients, and that's sort of the basis of why we
practice medicine.

We want to take better care of patients, and the
ability to do that has been hanpered a bit by our I|ack
of technol ogy. Mbst physicians, as we found out three
years ago, either didn't have a conputer in their office
or only had a conputer for electronic billing.

Part of this programis that every physician has

the link. Every physician has a conputer. Everybody

has an Internet connection. W all are linked, and we
have the ability to communicate with each other and
share i nformati on.

The health plans really like this idea. W are
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giving them a group of physicians who agreed, across the
board, to follow national guidelines, follow an
excel l ence of care pattern that we've established for
our community, and we are able to conmuni cate anongst
each ot her about how we're doing, report back. W're
accountable, and so | think the health plans are in
favor of us doing this, at least in our area.

| think one of the concerns we have is we have
not yet gone out to contract because we want to be fully
i npl enented to do that. Wat we net with when we tal ked
and what we neet with when we go to contract nay be two
different things. We hope not, but we will have to wait
to see.

Anot her concern of ours is we have a very
anmbi ti ous, conplex plan. Qur concern is that other
groups nationally may try to say, Well, we can Email
each other, therefore we're clinically integrated or
sonet hing not quite as anbitious, and that this could
sort of taint the atnosphere in the national community
for what clinical integration could do for physicians.

| think another issue that | would have is that

t he burden of proof for us as a group on whether or not

we're inproving quality is one that's going to be

difficult, and I think we can show sone efficiencies,
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but nmuch of what we're doing to inprove quality are
|l ong-termissues. At least in the Denver area, the
turnover for patients is about every two years, they
change heal th pl ans.

For me to sell a health plan, | need to be able
to show that we're going to give sone |long-term benefits
to their patients for their diabetes, for their
preventi on of cancer, those kind of things, so | think
that's an issue. That burden of proof that rests on us
for quality oftentimes will be |long-termissues rather
than short-term Are we going to do one |l ess blood test
or one |less x-ray.

| think probably the nost basic, and I'll end
with this, is that this has been a very costly and tine
consum ng project for our physicians. W' ve worked on
this for three years. Basically we were told by the
FTC, and I'm sure there's people here | ooking for their
other IPAs to sort of start this road, during that
period we were asked not to do any contracting.

So for three years we've sat on sone relatively
di smal contracts for physicians, and | think what has

been the best -- | nmean, we went with 400 physici ans,

and we' ve ended up with 315 physicians when the dust has

cleared, is that the physicians see that this is a
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patient-centric program

It really will inprove the quality, and the
i nformation sharing anongst physicians, which wl
benefit patients and | think secondarily benefit the
health plans, but it was very costly and tine
consum ng. This was a pretty |long haul for us all.

So when other groups are |ooking at this,
whet her they approach the FTC or not, | think the
point is that if they have a ganme plan that's as conpl ex and
anbitious as ours, it will take them sone tinme and energy and
money to do this.

MR. W EGAND: Thank you. Our next speaker is
Henry Desmarais fromthe Health Insurance Associ ation of
America. Henry?

MR. DESMARAI S: Thank you very nmuch. |'m
pl eased to be here on behalf of H AA. Qur nmenbers
provide the full range of health insurance products to
over a hundred mlIlion Anmericans.

| would like to, in the interest of full
di sclosure given the topic, to say that I am a physician
by training, although for the |ast 24 years, ny
specialty has been health policy, and |I've been working

in both the public and private sectors.

| would like to start by stating that HI AA has
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been generally supportive of the statenments of antitrust
enf orcenent policy in health care that were issued by
t he Departnment of Justice and the Federal Trade
Conmi ssi on.

However, we still remain somewhat concerned
about the inplications of the MedSouth deci sion.

Clearly, the FTC staff broke new ground in issuing the
advi sory opi nion because MedSouth is going to be
clinically integrated and not a risk sharing joint
vent ure.

Now, both the FTC staff and i ndi vidual
conmm ssioners have certainly indicated that they recognize
the uncertainties and difficulties that exist in
determning if this new nodel is going to function as its
pr oposed.

We think there's three major challenges that are
faced in making that determnation. First, in terns of
changi ng practice patterns, it does clearly require an
ongoi ng comm tnment of tinme, effort and expertise, and
it's going to be difficult to acconplish

Whet her the expected clinical efficiencies are
achieved is going to be difficult to determne in
eval uating the patient population. As you just heard,

they have a variety of specialties, and they' re going to
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be dealing with a whole range of health conditions.

Secondly, the efficiency enhancing integration
does establish goals that are inportant and nmake sense,
but Conm ssi oner Thomas Leary hinmself said: "Those who
provi de the best product are able to charge nore for
it. They can charge a quality premium so in the case
of MedSouth, if rates go up, howwll we know if that's
the quality premumor a result of anti-conpetitive
practices?"

It really is not clear exactly how the
Conmi ssion is going to be able to determ ne whet her
efficiencies have indeed been achieved that allowed them
to issue the advisory opinion in the sense of bal anci ng
likely anti-conpetitive effects.

Thirdly, in ternms of antitrust law, the issue is
going to rest on whether the arrangenent, the network,
remai ns nonexcl usive. Again the FTC staff has
already anticipated that in the advisory opinion, to
quote fromit, "health plans appear to be vulnerable to
a threat by the group's nenmbers not to contract outside
t he group unl ess the plans pay higher than prevailing
fees.”

So again the issue is going to be with the |arge
nunber of physicians in MedSouth to be able to determ ne

whether it truly is a nonexclusive kind of situation,
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and certainly as we've heard earlier today, there have

been now three consent agreenents in the Denver area

itself, so the fact that we have a hei ghtened

sensitivity about the potential inplications of this I

think is certainly warranted.

Thr oughout the advisory opinion, the Comm ssion

staff states that at this early point in time and based

on the information, they weren't going to nake any

enforcenent action recommendati ons, but they did inply

that they were planning to reeval uate based on the Rule

of Reason after MedSouth was operati onal

Now, what we're hoping is that, in fact, there

will be a rigorous review and not sinply waiting for

conplaints to emerge. Again, Comm ssioner Leary has

hi msel f said that conplaints shouldn't be the

only

vehicle here for nmonitoring the situation as it

continues to evol ve.

What we're hoping is given the degree

information systens that they're obviously putting into

pl ace in MedSouth that they will be easily in a position

of

to provide information that the Comm ssion staff m ght

find useful in continuing to nonitor the situation.

A greater concern of ours is that while the

Comm ssion's opinion, the advisory opinion, is the

problemthat this could, in fact, cause other
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sinply to attenpt to put in place an identical or a very
sim lar undertaking w thout the need to seek any kind of
review here at the Federal Trade Comm ssion or any Kkind
of advance approval. We believe ideally there would be
nore of a notificationand some upfront scrutinyif, infact, other
groups are goingto all ege that they are nowusi ng t he MedSout h nodel
to put in place their own systens.

Now, this may require new |l egislative authority,
but I think it is again an issue that before too |ong we
could find a nunmber of what | would call copycat groups
that again mght not, in fact, satisfy the |evel of
integration that MedSouth is clearly trying to
acconpl i sh

Let nme close by saying that we appreciate the
opportunity to participate in this workshop, and we | ook
forward to working with the Conmm ssion and the
Departnent of Justice, and we may, in fact, wish to
submt sone additional witten comments by the Septenber
30t h deadline. Thank you very nuch.

MR. W EGAND: Thank you. Qur next panelist is
Stuart Fine from Grand View Hospital in suburban
Phi | adel phi a, Pennsyl vani a.

MR. FINE: Thank you. |I'm/located about 45

mles north of Phil adel phia, due south of the Allentown
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mar ket, and just to give you a feel for the market
within which we operate, we have approximately 100
hospitals |located within 60 m nutes driving tinme of our
facility, so when we start tal king about narket power,

t he i nmpact of nergers, we have to | ook at nany, nany
things that cone into play in a given market.

Again in our market, which is the one with which
|'"mcertainly nost famliar, although |I'm here today
representing the hospital community in the American
Hospital Association, we have the Thomas Jefferson
Uni versity Health System which has nine nenber
institutions. W have the University of Pennsylvania
with its five affiliates. Tenet canme into the market
follow ng the dem se of the All egheny Health System |
beli eve Tenet is now operating five institutions.

Five years ago there were no for-profit
institutions in our market operating general hospitals.
We now have approximately 11 percent for-profit market
share in Phil adel phia, so things are very dynam c where
we're | ocated and again very unique. |If you |look at one
hospital market, you' ve seen one hospital market.

We al so have an unusual situation when it conmes
to the third-party payors, in that we have what |, as a
non econom st, would consider to be at | east a duopsony,

if not a nonopsony, with Aetna and an i ndependent
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Bl ueCross being the predom nant payors outside of the
gover nment .

At my hospital, we have approximately 50 percent
Medi car e/ Medi cal assi stance market share. W have 67
percent of the renmaining market share with Bl ueCross.
We have a situation where when you want to integrate
with anot her payor, or excuse nme, with another provider,
we al so have to contend with the Stark Rules. W have
Medi care fraud and abuse inplications that actually need
to be | ooked at first and probably in nost cases nore
critically than some of the antitrust regul ations.

They're harder for us to contend with at the
hospital level. W are severely and strictly limted as
to what we can do in cooperating and doing joint
ventures with other physicians and other providers in
our community. W have had some experience and sone
success with integration. W've also had sonme failures
at Grand Vi ew Hospital.

On the success side, we have joined with 11
ot her hospitals to forma professional liability
i nsurance captive that has allowed us to continue to
access the professional liability insurance markets
where many of the hospitals and a very | arge nunber of
physi cians in our market are not having that sanme |evel

of success.
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Al t hough our costs for professional liability
i nsurance went up 50 percent |ast year from$2 mllion to
$3 mllion, and although in the 89 year history of our

hospital we've never had a court judgnment against it,
hospital s around us are seeing even greater increases in
their costs for professional liability insurance. Those
are costs that generally need to be absorbed by the
hospital since we have nmulti year provider contracts
with the different payors.

When we | ook at other nore clinically oriented
things we were part of sonething called Penn Care.
Twel ve hospitals that came together to accept risk with
one of the large payors that was trying to break in to
the All entown market and had not been able to do so in
order to get a contract with sone of the hospitals in
that area agreed to a risk sharing agreenment where we
assunmed risk for, at its peak, 110,000 covered |ives.

We relied on the payor to provide us with
certain back office functions, and according to that
payor, we were doing tremendously well and operating
very profitably until they discovered a $13 mllion
accounting error that put us $11 million into the red.

We are now trying to figure how to unravel Penn
Care and how we can approach our nedical staff menbers

fromour hospitals in the future to talk about clinical
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integration or integrating for business reasons and have
t hem not shy away, given the terrible result of the Penn
Care experinent.

We do partner with specialty hospitals in the
city of Philadel phia. W have the Children's Hospital
of Phil adel phia at Grand Vi ew where they operate our inpatient
pediatric unit in a partnership with us, and we have pediatric
hospitals available in our community now 24 hours a day.

We | ose noney on that type of a venture, but
qualitatively, it's something that we felt was called
for and certainly benefits our community. W do not
receive the sanme paynent rates that a Children's
Hospital would receive in Philadel phia, but we do, as |
say, help to fulfill our m ssion, especially given the
fact that in the suburbs, we're ten mles away fromthe
cl osest public transportation depot.

So out in our area, if you can't get your health
care locally, it's quite an inconveni ence, although as |
said we have a hundred hospitals within 60 m nutes
driving time, but you have to have a car

Speaki ng about nmergers generally, in the
Phi | adel phia market, nergers can be very beneficial.
Qualitatively there are trenmendous inprovenents and

enhancenents to be realized. | would hope that the FTC
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will ook not only at the cost savings issues but the
gqualitative issues and work with health care providers
and academcs to try to deternm ne what those nmeasures
shoul d be.

Again in closing, the fraud and abuse Stark
regul ati ons are the things with which hospitals have the
nost difficulty contending. It is not at |east
currently the antitrust provisions with which we're
asked to deal.
MR. W EGAND: Thank you. Qur next speaker is
Warren G eenberg from George WAashi ngton University
School of Public Health.
MR. GREENBERG. Let's | ook outside the health
care sector. It is 86 percent of the GDP, and for a
long tinme, the subject of this panel nowis
integration. For a long tinme outside of the health care
sector, we've had a long history of vertical
integration, a linking of buyer and supplier
rel ati onshi ps such as in the petrol eumindustry where
| arge refineries such as Mobi | and Exxon bought their ownretail gas
stations and were subject, as amtter of fact, withsixrefineriesto
a major suit brought by the FTC in 1973.
Firms have al so had, outside of the health care

i ndustry Per Se, and perhaps in the pharnmaceuti cal
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i ndustry, firms have also had a | ong history of

hori zontal integration. Mergers of basically th

158

e Ssane

product such as in the pharmaceuticals, way before the

attention being paid today, were firns such as Warner

Lambert and Park Davis had nerged and been subject to

FTC i nvestigation.

My subj ect today, of course, is on healt
services, and | would like to focus on vertical
integration in health services. | would like to
that vertical integration, although we have a co
panel i sts tal king about physician involvement w
hospitals, that would al so be included, but also
hospitals and HMOs, physicians and hospitals and
any conbi nation thereof, including |ong-termcar
facilities.

These arrangenents have nostly occurred
| ast 25 years, in |arge part because the nore

conpetitive health care sector has forced firns

h
say
upl e

th

HMOs or

e

over the

to be

nore efficient or | ook for alternative ways to achieve

greater revenues such as through nonopoly power
arrangenents.

Thus, the reasons for integration in the
care sector are the sanme as outside the health c
sector, to realize | ower costs, to realize highe

profits or prices or sone conbi nati on of the two.
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quality care nmay al so be a notive.

In a recently published paper the determ nants
of hospital and HMO vertically integrated systens, we
found, using Anerican Hospital Association data, that
hospitals integrated with HMOs when they had a hi gher
mar ket share and a greater bargai ning power to purchase
HMOs nuch nore cheaply.

The nodus for integration could be to reduce
transaction costs of hospitals attracting patients from
a large nunber of HMOs in order to primarily transact
with one HMO or fewer HMOs in order to achieve a
mor e dependabl e flow of patients, a | ower average cost
and to reduce uncertainty.

We al so found that hospitals, which have | ower
occupancy rates also tended to nerge, to increase the
nunmber of occupi ed beds and achi eve sonme econom es of
scale fromcontracting with a single HMO or integrating
with a single HMO.

We al so found that vertically integrated
systens, as we heard before, do not always work as
hospitals would want themto, and for exanple in 1997,
there were 353 hospital mergers with HVOs, yet 330
vertically integrated systens dissolved. There's been a
slight decline in vertical integration. In 1994, there

were 748 hospital HMO i ntegrated systens conpared to
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353 in our 1997 dat a.

CGetting back to antitrust and vertical
i ntegration, BlueCross/BlueShield versus Marshfield
Clinic in 1994, there was anple evidence to suggest that
the vertical integration between the physician group,
the Marshfield Clinic, 500 physicians, the St. Joseph's
tertiary care hospital, a nonopoly teaching hospital in
the rel evant market and Marshfield Clinics HVO call ed
Security HMO created significant barriers to entry for
i ndependent physicians and | ed to nonopoly power of
Marshfield Clinic physicians.

Hospital staff privileges were not provided to
non Marshfield clinic physicians at the St. Joseph's
teaching hospital and its three smaller affiliated
hospitals. Marshfield Clinic physicians refused to
cover for non Marshfield physicians when the |atter
physi ci ans were unavail able due to vacations or
pr of essi onal busi ness neetings.

Security Health Plan HMO physicians woul d send
their patients needing specialty or tertiary care to
Marshfield Clinic physicians only. Security Health Pl an
HMO only enpl oyed primary care physicians of the
Marshfield Clinic. Marshfield Clinic physicians refused
to participate with Bl ueCross/ Bl ueShield i ndemity

pl an.
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The Marshfield clinic physicians al so agreed not
to affiliate with Conp Care BlueCross's HVO. The
Marshfield Clinic HMO Security Health Plan al so agreed
to segnment the relevant geographic market with North
Central Health Protection Plan elim nating any price or
non price conpetition between them

Hi gh nonopoly prices by Marshfield Clinic was
t he outcone of the integration and anti-conpetitive
conduct by Marshfield, in addition to reduction in
choi ce of physician, reduction in choice of the health
pl an.

The District Court agreed with Bl ueCross and
Bl ueShield in this case, finding that Marshfield Clinic
viol ated Section 1 and Section 2 of the Sherman Act, but
t he deci sion was overturned by the Court of Appeals when
t hey appropriately defined relevant market to
third-party payors. The Section 1 charge, that's the
price fixing charge, that Security and North Central HMO
di vi ded the HMO markets in northwest Wsconsin was
uphel d.

Judge Posner sitting on the Court of Appeals
suggested the high market shares of the Marshfield
Clinic physicians also may be due to their higher
quality, but he could provide no evidence of this.

Thus, for the Federal Trade Conm ssion, | would
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suggest investigate the vertical integrations, exam ne
t he sources of any nonopoly power, if any, such as
nmonopoly hospitals denying staff privileges to
i ndependent physicians, and be prepared to trade-off the
potential of |ower cost against nonopoly prices.

To all this, investigate the possibility of
i ncreases or decreases in the quality of physician care,
hospital care or health care plans due to integration.
Vol unme of surgeries and case m x adjusting the nortality
rates have often been used as proxies for quality of
heal th care.

The costs or benefits of changes in quality,
t herefore, nust be wei ghed agai nst the possibility of
| ower costs or nonopoly power or vertical integration in
order to arrive at the optimum degree of efficiency in
t hese health care markets.

That's it.

MR. W EGAND: Thank you. Next speaker is
Cat heri ne Hanson fromthe California Medical
Associ ati on.

MS. HANSON: Good afternoon. | amvice
presi dent and general counsel of the California Medical
Associ ation and am pl eased to be here today to offer the
perspective of the Anmerican Medical Association and

practici ng physicians on the application of the
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antitrust laws to physician conduct.

We, who represent physicians, support efforts to
pronmote conpetition in the health care system
Conpetition often |l eads to quality inmprovenents,

i nnovati on and enhanced access to nedi cal services.

However, we believe it's tinme to take a fresh
| ook at some of the core principles that have gui ded
antitrust enforcenment in the health care sector. |In our
view, sonme of these principles sinply don't hold up to
cl ose exam nation. They are sinply assunptions which
have never been proven and in which, in our view, have
outlived any purpose they once may have served and are
now count er producti ve.

Today, | will identify sonme of these assunptions
and explain why we believe the Comm ssion should revisit
them Our central nmessage boils down to this. Wen
physi ci ans create a network to market their services
jointly to payors, the Rule of Reason rather than the
Per Se Rule should generally apply. The physician
net work should not be required to do risk contracting,
toclinically integrate or to use the so-called
messenger nodel in order to avoid charges of price
fixing.

We believe the Rule of Reason is up to the task

of distinguishing between physician networks that are
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truly harnful to conpetition and those which are benign,
and at the sane tine will allow greater flexibility,
nore i nnovation and ultimtely a better health care
system

The first assunption | want to address is the
agency's position that capitation and other fornms of
risk contracting are nore efficient than fee for service
medi cine. Both risk contracts and fee for service
contracts are regularly used by payors. The agency's
posit that capitation and w thhol ds pronote efficiency
by giving physicians an incentive to contain costs.

By contrast, the agencies believe that joint
contracting on a fee for service basis creates no
efficiencies and is illegal Per Se.

As a factual matter, it's far fromcl ear whet her
risk contracting is really nore efficient than fee for
service. To the extent this question has been studi ed,
the results have been inconclusive. To determine this
question of efficiency, it would be necessary to gather
and conpare data on the overall costs in quality of care
of both types of physician network. This would be a
daunting task. A nunber of factors would need to be
consi dered, such as the adm nistrative costs of risk
contracting, including the cost of |egal and regul atory

conpliance. |In addition, the effects of risk
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contracting on quality would have to be consi dered.
This alone is a highly controversial and unsettl ed
guesti on.

An additional cost that is all too famliar to
those of us in California is the nunerous physician
bankruptcies that have resulted from i nadequate
capitation rates. In California where capitation has
been the normrather than the exception, dozens of
medi cal groups and | PAs have decl ared bankruptcy since
1999, and dozen nore are on the brink. These
bankruptci es have caused enornous di sruptions in care,
j eopardi zing the continuity and quality of care for
mllions of patients.

Every time a nmedical group or |IPA goes under
patients | ose access to their treating physicians and
must scranble to get their medical records. Patients
are forced again to establish a new therapeutic
relationship with a physician they hope they wll
retain, assum ng they can find any physician who can see
t hem

Even if it were denonstrated that one form of
contracting is nore efficient than another, there's a
nore fundanmental question to address, Is it the proper
role of antitrust officials to state a preference for

ri sk contracting versus fee for service?
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Conpetition policy ordinarily does not take
sides on this sort of question. It usually lets the
mar ket decide. To quote Clark Havi ghurst, "Antitrust
enforcers should not, w thout good reason, deny
physi ci an desi gned arrangenments a fair chance to conpete
against lay controlled entities in finding efficient
ways to cope with di sease at reasonable cost."

Havi ghurst went on to say that "the fact that
physi cians are able to rely on professionalism
collegiality and consensus rather than exclusively on rules
i nposed fromthe corporate top down should give them a
conpetitive advant age.”

Anot her assunption that the AMA di sagrees with
is that joint contracting by physicians on a fee for
service basis offers no potential for transactional or
ot her efficiencies.

We believe that joint contracting by physician
sponsored networks offer transactional efficiencies that
can result in significant cost savings for both the
payor and for the physicians. For payors, efficiencies
can be achieved as a result of contracting w th networks
t hat have already been devel oped by physici ans.

Because physicians still practice predom nantly
in solo practice or in small groups, creating a

physi ci an panel can be a very tinme consunm ng and
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expensive task for a payor seeking to enter or to expand
its place in a market.

For physicians, a network would enable themto
pool their resources to afford the necessary expertise
to evaluate contract proposals, just as large health
pl ans do now. This would | ower costs and rationalize
pricing wthout restraining conpetition.

To illustrate, I'll describe a fairly typica
physi ci an sponsored network. It includes a | arge nunber
of physicians in the community. All of the physicians'
credentials have been pre-approved by the network's
credentials comunity. The network is also truly
nonexcl usi ve.

Payors thus have an option. They can build
their own network by approachi ng physicians individually
or they can approach the physician sponsored network and
obtain ready access to a panel of qualified physicians.

Assune too that payors have the additional
option of acquiring a physician panel by going to a
national or regional PPO that is not sponsored by
physi ci ans but that has contracts with many of those
physi cians that are in the physician sponsored network.

No threat to conpetition is posed by this
physi ci an network. Because it is nonexclusive, the

physi ci ans actively and i ndependently consider contracts
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presented to them outside of the network. A payor who
is unable to reach a package deal with the network can
go directly to its physicians or to the conpeting PPO.
Rat her than restraining trade, the physicians have
created an additional option for purchasers, which is
pro-conpetitive.

In this sense, these types of networks can be
viewed as a new product under the Suprenme Court's
decisions in BM and Maricopa. Although sone view
Maricopa as creating a strict Per Se prohibition for fee
for service contracting by a physician sponsored
network, the four to three decision in that case should
not be read so broadly, particularly since, because of
its procedural posture, there was no factual record
before the Court on the potential efficiencies of joint
contracting.

I ronically, while enforcenent policy continues
to favor risk contracting, the market appears to be
shifting away fromit and to discounted fee for service
networ ks. Many enpl oyers and patients want to elim nate
financial incentives for physicians to wi thhold care.

Shoul d antitrust policy stand in the way of
physi ci ans responding to this consunmer demand? Should
our hypot hetical physician network be prohibited from

conpeting on an even keel with the national or regional
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PPO? The next assunption worth addressing is that
physi ci an networks that want the flexibility to contract
on a fee for service basis can sinply becone clinically
i nt egr at ed.

Al t hough the MedSouth |letter represents a
t houghtful attenpt by the Comm ssion to deal with an
i nnovative effort by physicians to provide new services
within the confines of antitrust restrictions, it
denmonstrates how high the bar has been set. For nost
physi ci an groups, the |level of investnment called for in
MedSouth is sinply not an option.

The letter is also |laced with caveats that seem
to indicate the IPAwill continue to be exposed to
significant antitrust risk. After years of work, a very
substantial investnment, |ots of physician and consultant
time, the I PA wal ked away with a | uke warm condi ti onal
go ahead. This |eaves us with another assunption.

The nmessenger nodel represents a viable
al ternative for physician networks that do not want to
become financially or clinically integrated. The
messenger nodel, although creative, is an invention
wort hy of Rube Goldberg. It is purely a device for
mai ntai ning antitrust conpliance with no i ndependent
busi ness justification, and it is cunmbersonme and

difficult to adm ni ster.
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Mor eover, the messenger nodel |eaves physicians
exposed to charges of boycott whenever a | arge nunber of
physi cians in the network i ndependently view a payor's offer
as i nadequate. Consider the follow ng scenario. A
payor offers a contract to the network nessenger. The
nmessenger takes the contract to the individual
physi ci ans, many of whomreject it as unacceptable. The
payor, who views its offer as em nently reasonabl e,
concl udes that the physicians nust have col |l uded and so
contacted the FTC

In the end the nmachi nations of the nessenger
nodel provide little in the way of antitrust protection
for physicians while inposing significant admnistrative
costs on all parties.

Finally, we question the assunption that as |ong
as health care markets remain price conpetitive, quality
will take care of itself. When it cones to antitrust
enforcenent in health care, quality is too often viewed
as a secondary consi deration, or worse, a code word for
col | usi on.

The need to ensure quality is part of what
di sti ngui shes nedicine from other professions and ot her
i ndustries. Subtle differences in approach may make a
life or death difference. Quality is the driving

consi deration which gui des nmedi cal decision maki ng of
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physi ci ans and patients.

We are encouraged to hear that the Conmi ssion is

commtted to researching the quality conpetition trade
off. We suggest that the role of quality health care

conpetition is an issue that requires significant

addi tional study. The study nust reflect the ongoing

work in this area by recogni zed nedi cal experts.

In conclusion, | would like to thank you for the

opportunity to present AMA's views to the Conm ssion.
We | ook forward to a continuing dialogue with the
Comm ssi on on these and other inportant issues.

MR. W EGAND: Thank you. The final nenber of
this panel is Stephanie Kanwit of the Anmerican
Associ ati on of Health Pl ans.

M5. KANWT: Thank you, John. |'m Stephanie
Kanwit. |'m general counsel and senior vice president
for the American Association of Health Plans, better
known as AAHP. AAHP is the principal national
organi zation representing HMOs, PPOs and ot her network
based heal th pl ans.

Qur nmenber organi zations provide health care
coverage to approximately 170 mllion individuals
nati onwi de. AAHP nenber plans contract with | arge and
smal | enpl oyers, state and |ocal governnments as well as

with Medicare, Medicaid, the Federal Enployee Health
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Benefits Plan and the State Children's Health Insurance
Program the SCHI P program so it's both the public side
and the private side.

We nost appreciate this opportunity to
participate in this inmportant dial ogue on provider
integration and inportant trends in the health care
system

In an environnent of rising health care costs,
it's inportant to take a step back and exam ne the key
factors shaping today's health care market. | would
like to talk a little bit about the trends in that
mar ket .

According to the U S. Departnment of Health and
Human Services, HHS, overall health care spending rose
6.9 percent in the year 2000, and that was the |argest
i ncrease since 1993. A nunmber of factors, of course,
are contributing to this increase, but both HHS and the
non-partisan Center for Studying Health Systens Change
whi ch you heard fromthis norning in Cara Lesser's
presentation, cited increases in hospital costs as the
| argest single factor.

Mor eover, a study comm ssioned by us at AAHP and
conducted by Pricewaterhouse Coopers just this past
spring, April 2002, found that rising provider expenses,

which is a category including hospitals, physicians and
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ot hers, accounted for fully 18 percent of the increase
in health care premunms fromthe year 2000 to 2001, in
that one year. All three studies identify hospital
consol i dation as one of the prom nent drivers of rising health care
cost.

Now, while it's clear that consolidation anpng
heal th care organi zati ons has the potential to benefit
consuners by adding efficiency and affordability to the
mar ket, in evaluating the inpact of any consolidation
froman antitrust standpoint, the key question that
needs to be answered, and this was addressed by
Comm ssi on personnel this norning, is whether the test
is met. The test is, what is the inpact on
consuners? Unfortunately, the evidence published to
dat e suggests that sone consolidations may have had
uni nt ended negati ve consequences.

| want to briefly review now five types of
mar ket activity that we believe should be eval uated
closely. Nunmber 1, increases in charges. 1In site
visits to 12 nationally representative comunities in
2001, the Center for Studying Health Systens Change
found that consolidation has given hospitals
significantly nore | everage in contract negotiations,
making it possible for themto gain substantially higher

payments from health pl ans.

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

174

An article in The New York Tinmes from | ast year
2001, reported that that as a grow ng nunber of
hospi tal s gai ned nmarket power through nergers and
acqui sition, they demanded rate increases as high as 40
to 60 percent for sone services. These rate increases,
of course, are ultimately passed on to enpl oyers,
consumers and governnments in the form of higher health
care costs.

Nunber 2, spill over effects. |In sone instances,
provi der charges not only increased for the | argest
player in a given market but also for all hospitals in
that particular region. This is because once the
| argest player obtains a |large increase, there's
significant upward cost pressure throughout the sane
geogr aphi c area.

Number 3, the issue of all or nothing
contracts. In some markets, hospital systenms force
health plans to contract with every facility affiliated
with their system even if sonme of those facilities fill
no real need in the health plans network.

Number 4, term nation instead of negotiation.
Some hospital systens are using a strategy of sending
termnation letters to health plans as part of their
efforts to obtain higher rates. While term nation used

to be the last resort in negotiations, in some highly
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consol i dated nmarkets, it would appear that term nation
notices are now being used as the first strategy. The
di sruption in service this causes and the concern and
uncertainty these tactics pose for consuners should be
cause for concern.

Last but not |east, nunber 5, increased |everage
t hrough joint arrangenments with physicians. 1In some
i nstances, hospitals are formng joint arrangenents with
physi ci an groups that have increased their market power
substantially and resulted in major rate increases for
provi der services.

I n a nunber of netropolitan areas, for exanple,
| arge hospital systens own or are affiliated with
physi ci an practices. When |arge hospital systens al so
own physician groups that represent the majority of
physicians in the market, the limts on consunmer choice
as well as on the inpact of consumer affordability are
of equal concern.

Now, increases in hospital and physician charges
have a ripple effect throughout the health care system
inboth private and public sectors. As costsrise, it becones nore
difficult for both government and private enpl oyers, particularly smal |
busi nesses, to offer health care coverage to their workers.

Consuners ultimtely pay the price in the form
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of increased health prem unms, higher cost sharing and in
extreme cases | oss of access to enpl oyer sponsored
health care coverage. To pronote policies and practices
t hat benefit consuners, it is critical that enforcenent
agencies nonitor the market closely and take steps to
address anti-conpetitive practices.

Finally, I would like to go over three
recommendations. 1In |ight of these devel opnents in the
mar ket, we need a renewed focus on ensuring appropriate
enf orcenent of the antitrust |laws to ensure that
consolidation benefits consunmers. Such an approach
could include the follow ng three things.

Nunber 1, given recent press reports about how
consolidation is inpacting health care negotiations, we
believe it is prudent for the agency, the Federal Trade
Conmmi ssion, to proceed with its plans to evaluate the
i npact of already consunmmated nergers as Chairman Miris
di scussed this norning.

Such an analysis is critical to determ ne
whet her existing mergers neet the test of benefitting
consuners by pronoting efficiencies and affordability in
health care markets rather than addi ng anot her
adm ni strative |layer sinply for negotiating purposes.

Number 2, in the past we believe that the

federal courts review ng hospital mergers have defined
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mar kets for acute care services as geographic areas that
are much too broad. W believe that the initial steps
in the agency's analysis should be to reeval uate the
definition of hospital markets and to assenble a nore
appropriate definition that accurately reflects patterns
of utilization in the particul ar geographic area.

Third, we encourage the agency to continue its
i nportant efforts in coordination with state and ot her
federal enforcenent agencies to gather the facts
necessary to evaluate existing nmergers and to analyze
proposed nmergers through the prism of whether the inpact
is positive or negative for health care consuners.

In the next panel, we will be addressing the
i nportant issue of antitrust enforcenment and how it
i npacts quality of care. W believe that maintaining
conpetition in the health care market is critical to
create an environnment in which policy makers, payors and
providers in both the public and private sectors can
devel op effective strategies to bring health care costs
under control and provide consuners choice of affordable
health care options.

Thank you very nuch.

MR. W EGAND: Thank you, and begi nning with your
| ast poi nt about quality of care issues, | would like to

raise that issue. | know that Warren Greenberg
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expressed sone skepticism about quality of care being a

moti vati on for

integration, and I would like, if you

woul d, for himto expand on that a little bit, and then

| would like to

because she emp

invite Ellen Burkett to respond to that

hasi zed MedSout h's enphasis on quality of

care. Then | will open it up to any of the other nenbers of

t he panel to discuss that particular point.

VWArren?

MR. GREENBERG. Okay. This is an unrehearsed

question and un
shot .

| think
good will to br

rehearsed answers, but | will give it a

everyone in the health care area has

i ng about as nuch quality as they can.

However, there are constraints on the incentives to

provide quality

of care, nostly by health care plans,

and even perhaps on our providers such as hospitals and

physi cians. Wy do |I say that?

The hea

th care plan that advertises, we have

the best quality in the city, we treat HMO, we treat

cancer patients

i medi ately and we' Il send themto Sloan

Kettering if they have cancer at our expense or we'll

treat an AIDS patient and open up the doors with an 800

number, if you

have AIDS, cone in here, we'll treat you

with an infectious disease doctor in five mnutes, the

next enroll ment

period that HMO will be fl ooded with
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hi gh risk individuals. What are the incentives of the
health care plans to provide quality under those sorts
of arrangenents?

There's a problemwith risk selection in the
health care market. It goes right up and down the |ine
fromHMOs to physicians to hospitals. \What incentives
do the hospitals have to be known as good quality hospitals,
maybe again being flooded with high risk individual s?

The incentives are | think people at hospitals
want to do a good job. They're professionals. | think physicians want
to do a good job. They're professionals. | think health plans want to
do a good job. They're run by human bei ngs.

On the other hand, we have to be careful of the
incentives in the marketplace. Wen we talk about
quality, we havetoreally coupleit with changesintheincentives.
| would ask Stephanie if she knows of any
health care plan in the country that will adverti se,
this is our 800 nunber and if you're sick with heart
di sease, we open up our doors to you tonmorrow and we'l|l
fly you to the Cleveland Clinic.

MR. WEGAND: Let's go to Ellen Burkett first,
and then we'll let Stephanie respond and any nenbers of

t he panel that would like to weigh in on this.

MS. BURKETT: She can go first, that's okay.
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| think this quality issue is one that | raised
as well. | think it's going to be very difficult to
measure, and | think it really changes the paradi gmfor
physicians in our community to define what quality is.

| don't think health plans have actually done a
great job of that. | think probably the best neasure of
quality in our community has been how well the health
pl ans achieve their HEDI S requirenents, and they're
measured, and that's reported in this paper, and that's
sort of reported as quality.

| think the physicians in the past have been
incentivized, as Warren has said, on cost only. | think
it's much nore difficult to define quality, particularly
in our community where it's a short-term goal of what
can you do for nme in the next year that | can define as
quality? Did your 45 year old female get her mammogram
is defined as quality. | think it behooves the
physi cians to show we're | ooking at a community of
patients over whom we're taking care of over maybe a 20
or 30 year career.

There isn't a | ot of turnover physicians to
patients. | think there's a |ot of turnover wth
patients to health plans, so | think our definition of

quality is a |onger termone, and one that | think as
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physicians, it's really on our backs to define that.
That's what | said, | think it's on us to define what
that quality is, and | think that's just a different
take on it.

| think we have to define what that quality is
as a physician group rather than waiting for the health
pl ans to define that for us and not to have it be an
econom c deci si on.

MR. W EGAND: Stephanie Kanwit.

MS. KANWT: Quality is an extraordinarily
i nportant issue to health care plans, and | think we're
being a little bit too negative here, and we've nmade
great strides in the last five or six years, the |ast
decade, in quality issues. Just this norning, the
Nati onal Acadeny of Sciences Institute of Medicine
report was raised and went into all the quality issues
that are going into health care.

We're al so underestimating enpl oyers with the
information out, that enployers when they buy group

health care for their enployees or arrange for group

health care are, in fact, very, very savvy consunmers who

are working with HEDI S, JCAHO data, NCQA data about where

the best care is being given and the cost of that data.
Qur health plans, on the quality area, are working with

di sease managenent prograns, proactive screening
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prograns, collecting and sharing nmedical informtion.

| think one of the things that we're proudest
of, John, is that we're partnering with the providers,
the hospitals and the doctors in terns of these disease
managenent prograns and screeni ng prograns and using new
t echnol ogy under HI PAA as well as just little things |ike
Palm Pilots and the technol ogy that's out there, naking
consuners nore know edgeabl e and savvy, nmaking enpl oyers
as buyers of health care nore savvy and in general
getting a healthier population as a result. |I'mvery,
very optimstic in this score.

MR. W EGAND: Stuart.

MR. FINE: At least in the Comopnweal th of
Pennsyl vani a we have an entity called the Pennsyl vani a
Heal th Care Cost Contai nment Council that publishes
nortality and norbidity information on each and every
hospital in the state. This is an annual report that
cones out. It also publishes information concerning
charges, not cost to reinbursement but charges that
pertain to each DRG category that's analyzed in the
report.

The report is far fromperfect, but it's the
best thing that's out there right now. The frustration
that hospitals |like ny own have is that we'll have a

report that shows that we have superior outcones, |ower
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t han expected norbidity and nortality statistics. Yet
again the health plans don't nodify the way in which
t hey contract based on that, and we've seen very little
public response, very little in the way of people
changi ng, how they shop for care based on the rel ease of
this information.

MR. W EGAND: Any other menbers want to say
anything on the subject of quality? Let ne pursue the
poi nt one step further. Suppose hypothetically that
MedSouth were to increase price over tinme and proceed to
contract with payors and proceed to increase price.

Let's suppose further that they claimthat the
increase in price is due to the fact that they' ve
achieved a lot of the clinical integration that they
hoped and pl anned to achieve. How are we going to
measure whether that price increase is a result of
mar ket power or is it really just a reflection of a
better product?

|l wll let Ellen take a stab at this and then
anyone who has any ot her ideas about how enforcenent

agenci es m ght address such a questi on.

MS. BURKETT: | think that's a very difficult
question. | think we haven't yet achieved what we said
we were going to achieve. | think it nay take us a year

to have any proof of that know, any reporting
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capabilities back, but I do think with the health plans
in consideration in contracting that we can give them
sonet hing that we have not been able to give them
bef ore.

So | do think that we offer a better product,
and in terms of one of our physicians who is not here

today, we built a better npusetrap, and | think that's

worth sonmething to our comunity of physicians, and it's

al so worth something I think to our patients, and that
makes it valuable to the health plans.

| think we do offer something, and | think you
said which is it going to be. 1Is it going to be power
in the marketplace? W see a lot of the |everage
techni ques in our marketplace. | think our group is
wal king the mne field here. W're not really out to
| everage anybody and pound anybody over the head with a
strike.

| think what we're really working towards is a
better product fromthe physicians, and | think there's
been this triangle between the health plans and the
hospitals and the doctors, and particularly in Denver
it's been kind of a vicious triangle, and we've been
sort of on the back burner for awhile, and | think the
physi cians feel |ike we can provide a better product,

and | think that's sort of the hope, that we will in
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turn give sonmeone a health plan that nay save them sone
noney, and in return sone of that nay cone back to the
physi ci ans as wel .

MR. W EGAND: Henry?

MR. DESMARAIS: Certainly it's possible that
MedSout h woul d be able to -- for exanple, they could
increase fees for physician services, but because of the
nature of the systens they've put in place, they're
actually saving noney by reduced hospitalization or
ot her kinds of services, so there's certainly a | ot of
theory here to support what they're trying to do.

| don't mean to suggest that we're throwi ng cold
wat er on the whol e concept. However, | think the
question you asked, the whole Rule of Reason and how
t hese judgnents will be made and the tools, what tools
does the Conm ssion and others have to do that kind of
analysis and in particular, if there's thousands of
MedSout hs t hat occur overni ght.

| think there's sonme real significant issues
here to westle with, and | think we're anxious to see
as MedSouth continues to devel op and becone operational,
the kinds of information it is able to produce, both for
the plans that are involved there but also for the
Comm ssi on and others who are trying to learn really

fromwhat is a very good experience.
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MR. W EGAND: Cat heri ne?

MS. HANSON: If | could just add, | think one
thing that gets lost a little bit in the MedSouth
opinion, at least as | read it, was that they are a
nonexcl usi ve network, so it seens to ne that the market
is going to tell us whether the additional benefit
they're providing is worth nmore noney because eit her
people will contract with them and if they are paying a
premum they'll be paying a prem um

If the premumis too high, then no one is going
to contract with them and since it's nonexcl usive,
they'll go around them and ot herw se contract with the
doctors, so | think the MedSouth case actually provides
al nost no or no potential for anti-conpetitive
pr obl ens.

| think the better concern with MedSouth is, as
| said, the bar is so high that there's a significant
concern about whether they' re going to be able to
survive, whether they' re going to be able to get past
three years of devel opnent wi thout being able to
generate any revenue to support it, and | think that's a
very serious question for the Conm ssion to consider is,
What are you doing to new entrants here and people who
are trying to do things that at |least a | ot of people

think theoretically nmay be a good thing to do?
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The second point is that | do think there is a
lag tine issue in these things. It costs a |ot of noney
to put together the kinds of information systens that
everybody is telling us are going to ultimtely provide
trenmendous efficiencies, and | personally believe that
t hose systems will provide trenendous efficiencies, but
sonewhere there's got to be nobney to get those systens
in place.

So | think it's very possible that you could
have a MedSouth situation where the initial years, there
was a higher premumfor that, and then potentially over
time, maybe there's still a higher premumfor that, but
in terms of the overall cost of that network providing
care to the patient population, it's actually |ower from
t he standpoint of the system

MR. W EGAND: WArren?

MR. GREENBERG. | just wanted to hit the quality
point again. | think we've cone a long way with this
qual ity question in antitrust. 20 and 25 years ago, we
never heard this word at the Comm ssion. W only talked
about costs and nonopoly prices.

Movi ng al ong, now there's been tal k even by the
Conmi ssi oner hinmself this nmorning about quality in
health care. W never had rankings of hospitals in

Pennsyl vania or New York state before. 1In the last ten
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years we've begun to have these kind of rankings, and I
say that once we change these incentives, once we change
t hese rankings, | would al so suggest this, that we'll be
able to neasure quality.

It won't be easy. It will be tough, but conpare
it with other industries of which there are differences
of opinion. Talk about the | atest novie that you saw or
the last theater performance. You may have liked it.
Your friend didn't like it. Somehow we kind of agree
that this novie was better than another.

So again that's perhaps why | started off
| ooking at outside the health care box. There are other
things that we're buying all the time where quality can
be differentially rated anong individuals, and yet we've
come up with market mechani snms, wi th governnment
mechani sms, wi th quasi governnent nechanisnms to try and
evaluate quality. | believe this conference wl
mark the start of exploring changing incentives to | ook
for other ways to nmeasure quality in the health care
sector.

MR. W EGAND: Henry Desmarais.

MR. DESMARAIS: Briefly just to avoid a danger
here. We don't have to have a MedSouth to work on
quality. Quality's being worked on today. W saw |

think it was Cara Lesser this norning showed us a chart
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that spoke to the issue of appropriate drug managenment
after a heart attack, and the drugs we were talking
about were aspirin and generic drugs propranol ol and so
on.

So it's not an insurnmountable thing. There's a
| ot of things that can get done. Clearly MedSouth
presents an opportunity, a nore sophisticated
opportunity, but they're doing it in part because
they're also | ooking for the benefit of collective
negotiating, so | think that's another bal anci ng act
t hat the Conmm ssion clearly has to consider.

MR. WEGAND: | would like to follow up, if |
could, on a point that Catherine Hanson nade about the
nonexcl usivity provision and the MedSout h approach that
the Comm ssion took in that letter and ask, | guess I|'I|
direct this first to representatives of payors,

St ephanie Kanwit and Henry Desmarais, if you would, how
do you find the concept of nonexclusivity to work in
practice?

Do we find that to be a real outlet for seeking
providers to participate in a network, or is it

sonetinmes nore of an advertised portion of a venture's

pl anni ng but doesn't really exist in real life? How can

we at the FTC nmeasure and exam ne the degree to which a

network is not exclusive?

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025

189



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

MR. DESMARAIS: Obviously this is another issue
of where is the bright Iine. That's going to be
difficult, and obviously it's an issue of, Is it truly
nonexclusive or is it just in name nonexcl usive, and we
were talking earlier today about the various forns of
coercion that may go on, refusing to cover for sonmebody
and so on, that can all be brought to bear to say, Oh,
yeah, you're free to do sonething, but subtly don't do
it or don't do it very often.

So | think one of the issues is going to be,
Well, is it 1 percent, is that enough to be nonexcl usive
or should we be | ooking at sone other tests, and | think
there will be some serious difficulties there.

MS. KANWT: | agree with Henry. W're going to
have to look at this froma de novo standpoi nt because
MedSout h is such an unusual opinion fromthe
Comm ssion. On the other hand we are encouraged by
MedSout h because of the Conm ssion's flexibility in that
in terms of the doctors there | believe used good faith
in devel oping a novel nmethod of delivering health care,
and | think the Comm ssion's opinion is very well
bal anced.

MR. W EGAND: Ellen Burkett, how would we know
the degree to which the physician nmenbers of MedSouth

are contracting independently from MedSouth? Is there
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going to be anyway that that information is going to be
nmonitored or collected, or are we going to have to go to
every doctor and say, How many contracts have you
si gned, how many patients do you see pursuant to those
contracts?

MS. BURKETT: | think the adm nistration of
MedSout h knows whi ch of those physicians have contracted
outside. If we can't reach agreenent with a health

pl an, we probably will know who is or who isn't, but one

191

thing !l wouldjust liketoaddtothis exclusivity/nonexclusivity that

is sort of the physician's perspective, sort of not as a MedSout h

person but as a physician, is that it's not all about price.

| think that's sort of been one of the basic
tenets here is if we can't agree on a price, and |
think in our group we've actually had some groups of
specialists join our group with the anticipation that
the price would actually be lower for themthan it would
be if they contracted individually for two reasons.

One is the clinical integration programoffers
them some benefits with the referring physicians and
clinically comunicating with the other physicians. The
other is that as a group, we have a little nore say in
contracting negotiations as far as wordi ng of contracts,

and in Denver, that's been a huge problemis tinely
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paynment, hassle factor and things |ike that.

When we get down to nuts and bolts, it's not all
going to be about price, so this exclusivity issue, it's
clear that the group is going to be nonexclusive, and
physicians will be sign outside of the contract. W' ve
al ready had that happen in the past, so | have no
concerns about that happening in the future, but | think
t he physicians are notivated to do sonething beyond just
price.

| think we have a group of physicians that's
ready to sort of sit at the table with the health plan
and express sone concerns over a |lot of the hassle
factors which have driven a | ot of our friends and
conpatriots out of Denver, so | think we're actually
t al ki ng about sonet hi ng beyond just, how nmuch are you
going to pay us for this service.

It's really about having a healthy dial ogue as a
group with health plans in town.

MR. W EGAND: Cat heri ne.

M5. HANSON: If | can add a point, | think
certainly the practical reality for nost physicians at
least in California is that nonexclusivity is the rule.
Peopl e are contracted with nultiple networks, and in
fact that's part of the problemon the adm nistrative

efficiency side is that they can't reconcile their
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paynments because they've got so many different contracts
with so many different terns with so many different
payment rates, even within one health plan which is
paying themthis price for this conpany and that price
for that conpany.

It becomes an absol ute nightmare, but | think
reality is that nonexclusivity has been the rule.

MR. DESMARAIS: To naeke a little point too, to
me it's not just MedSouth's responsibility to even be
tracking this. They certainly shouldn't be precluding
physi ci ans to negoti ate outside the MedSouth
arrangenent, but | don't think they're supposed to be
sitting there and saying, Hey, you're too |linked to us
So you better go out and get some business.

That's really not their responsibility, and
that's another issue | think just in monitoring this.
"' m not sure whether it's MedSouth that is supposed to
be collecting the data how frequently their physicians
are, in fact, entering into agreenments w th other
pl ans.

MR. WEGAND: So would you say there would even
be sonme danger in MedSouth collecting such data?

MR. DESMARAIS: | think there could be, yes,

dependi ng on exactly how it's used and what the

i nplications m ght be. So again, it's a challenge, and it

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025

193



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

194

does put themin a difficult position because the
advi sory opinion clearly was conditioned on seeing that
this truly was nonexcl usi ve.

MR. W EGAND: Any other comments on the value to
consumers through nonexclusivity of the provider
net wor k?

| would like to follow up next on a point that
Cat heri ne Hanson raised in her initial presentation,
really questioning the value of Per Se Rules, and I
would like, if you would, Catherine, to address whet her
you woul d advocate elimnating Per Se Rules to al
i ndustries or just to physicians, and if just to
physi cians, if you have a kind of neutral objective
basis for advocating such position.

MS. HANSON: | protest no expertise with respect
to all industries, so I'll stay away fromthat one. |
t hi nk the concern in the health care arena is that what
we have seen, and again | speak primarily from
California since that's been ny experience, is that the
FTC rul es and gui delines have |led the industry in a
particul ar direction which has proven not to be ideal,
to use sonebody's wording here today.

| think it's not so certain that risk
integration, for exanple, is absolutely the best way to

go, and one of the things we found in California is that
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in order for a physician group to take capitation, they
really have to become a little insurance conpany, and
t hat takes a huge anmpunt of noney and a huge anmpunt of
expertise, which is not within the normal training of a
physi ci an.

A nunber of physicians in California got into
capitation without knowing really what it neant and
w thout, in our view, getting adequate information from
t he health plans about what kind of risk they were going
to be taking in any event, but the net result of all of
it was a huge amount of fall-out and disruption in the
conmuni ty.

Under those circunstances, it seens to ne that
it's tine to say, we really don't know where things
should go. We need to provide sonme nore flexibility.
OQobviously | fully understand if a doctor group is
getting together not to be nonexclusive and sinply to
boycott various arrangenents, that's a whole different
kettle of fish, and clearly under the Rul e of Reason,

t hat woul d be a violation.

| think the concern is when the Conmi ssion
starts setting rules and starts setting the bar high, as
it has in the MedSouth case, that you're both shutting
out a lot of innovation that nay be beneficial and

you're potentially not even allow ng an organi zation

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

i ke MedSouth to ever get anywhere because they sinply
can't afford to get through all the hoops to get
cl earance.

MR. W EGAND: \What do our other panelists think
about possibly elinmnating Per Se Rules as they would
apply to physician networks?

MS. KANWT: Not nuch. Basically as |
under st and Cat herine's proposal here, what this woul d be

woul d be a back door way to physician collective

196

bargai ning. One of theissuesintherecent Conyers/Barr bill that

came up before Congress this spring
was exactly that, was treating health care in a

physi ci an bargaining in a different way and carving out

physi ci ans out as an exceptiontothe antitrust laws. This A, raises

prices for consumers in both the public
and private sector, and B, isn't necessary because they
al ready, under the health care guidelines, can talk to
each ot her about quality and treatnent, et cetera.

So this is kind of a back door way to do that.
| think we also need to renenber what Per Se Rul es apply
to. They apply to price fixing, boycotts and nmarket
al l ocations. | just cannot see the benefit to
consuners, again | harp on this, in a tinme of raising
health care costs of having the DQJ or the FTC spend

three years | ooking at a physician group to determ ne
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under the Rul e of Reason whether a certain arrangenent
is or is not violative of the antitrust laws. That is
not going to benefit consumers.

MR. W EGAND: How do our other panelists see
it?

MR. DESMARAIS: | agree with what Stephanie just
said. |'mnot an attorney.

MR. FINE: Again fromthe hospital perspective
the i ssue becones nmuch nore the Stark
Medi care fraud and abuse inplications than the antitrust
i nplications.

If we have a Per Se illegal situation, if we
want to joint venture with physicians, we want to invite
physicians to participate in our MRl unit, but if they
do that, that will constitute an inducenent for themto
refer. Instead, they can own their own MRI. They can put
one in an office and own it outright, but they can't joint
venture with us, so we are disadvantaged conpetitively.

So | know that that's not where you were taking
this, John, but we have the concern on the Medicare
si de.

MR. GREENBERG. You can have an exanple of 20
physi ci ans or a nunber of physicians sitting together in
per haps a non snoke filled roomfixing prices or attenpting

tofix prices because there are so many of themthat they feel they
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have to sit in a non snoke filled roomto attenpt to fix prices.

That's going to fail. Physicians' behaviors are
different. Physicians are practicing differently. FTC or
Departnment of Justice can brings a case. There's no way
t hat these 20 physicians are going to be able to fix
prices with different types of practices and different
types of |ocations and so forth. |If that case is
brought, perhaps it would be a waste of Conm ssion
resources.

On the other hand, three physicians, not sitting
in a non snoke filled room kind of follow ng the
| eader, follow ng each other carefully, not violative of
Section 1 of Sherman Act, that may go right by the FTC
and where that may, in fact, becone a scenario of higher
prices.

G ven that, | think it's a tough good question
that you asked. | think there's such things as
transacti ons costs, as Stephanie pointed out, and
there's such a thing as length of trial, as Stephanie
poi nted out, and I think on balance | think we ought to
| ook at Per Se and keep that Per Se approach, but with
t he cogni zance, let's be smart about which cases we
bring about in the Per Se area.

MR. FINE: John, I will add one other thing, and

that's not on the physician side but on the hospital side.

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

199
If we can't work with hospitals with which we're not
integrated or nerged to rationalize services in a way
t hat makes sense from a public health perspective, then
we are left with no option but to seek the nerger
alternative. W're sonetinmes forced, due to failing
concern issues or other conplicated issues, to | ook at
alternatives that we m ght prefer not to pursue but
then we're forced in the direction that | believe
FTC woul d rather not see us go.

MR. WEGAND: So you're really saying that
there's situations in which you would like to do a joint
venture col |l aboratively with conpeting hospitals, but
you feel constrained due to the fact that you m ght be
caught into the Per Se dragnet.

MR. FINE: Exactly.

MR. W EGAND: Cat heri ne.

MS. HANSON: Just to follow up, | think there
are other places where the Conm ssion and certainly the
courts have | ooked at joint sal es agencies and have
found pro-conpetitive justifications that allowed them
to go forward, and | think what we're saying is that
when you | ook at certainly networks, physician networks,
they are out there.

They' re bei ng devel oped by for-profit
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entrepreneurs because there are enployers particularly
that are very interested in being able to access a
physi ci an network, and they don't want to have to go

t hrough the cost of devel oping that network.

It clearly is a product. |It's clearly out
there, and yet because of, in our view, the weird way
that the Maricopa case cane up, none of those issues
really were in front of the Court, and so the Court
suggests that all physician network activity is
i nherently Per Se illegal.

So I''m not saying that you have a nunber of
doctors who sit down and do sonething that has no
pro-conpetitive justification, that ultimtely you m ght
conclude that that's totally illegal, you probably
woul d, but the question beconmes in this area of
physi ci an networks where you have purchasers for that
product, i.e., they want sonmething nore than just access
to a single physician, that there are clear
pro-conpetitive values in that. At a m ninmum
t he Comm ssion ought to hold hearings on that question
and reassess whether every one of those is inherently
anti-conpetitive or ones that have sonme |evel of
clinical integration that doesn't neet close to what
MedSout h has done but are noving in that direction given

limted financial resources, that there ought to be a
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second | ook at what's happening out there and what m ght
be ultimately in the benefit of consumers.

MR. W EGAND: Anyone else on this point?

Let's talk for a noment about the |egal form of
the network. | don't think this issue has been raised,
but it occasionally appears in real life. |If the
network is itself a corporation conposed of all the
physi ci ans or partnership conmposed of all the
physi ci ans, should it be imune from antitrust
scrutiny?

Say an organi zation |i ke MedSouth was created
not as an unbrella entity but as a nerger of all the
physi cian practices into a single partnership or a
single shell corporation, should such an entity be
granted i munity just because it's a single entity?

Warren, do you want to speak to that first?

MR. GREENBERG. No, but I'Il leave it to ny
col | eagues to expand on that. | don't quite see the
reasoning why it should be granted imunity. | would
say no. | think they should be investigated.

MS. HANSON: | don't think I understand or |I'm
not sure | understand your hypothetical.

MR. GREENBERG. Just say no.

MS. HANSON: Are they integrated, or just it's

an | PA that's set up as a professional corporation.
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MR. WEGAND: It's the latter.

MS. HANSON: Well, that's the current
situation. If they're not a single entity, then they're
going to be, nowin our view, too strictly under the Per
Se Rul e, whereas they should be viewed under the Rul e of
Reason dependi ng on whet her what they're doing has
pro-conpetitive justifications that outweigh the
anti-conpetitive effects.

MR. W EGAND: Sure. The concern is when they
are legally, froma legal point of structure, a single
entity and arguing that they're incapable of conspiring
with one another because they're in a single partnership
or a single corporation, but economcally they're not
integrated in any way at all, and whether that kind of
arrangenent is a problemto payors, whether it's
sonet hing that's commonpl ace in the industry.

MR. GREENBERG. | think payor would have a
problemw th that, wouldn't they? A single entity
conbi ned together, wouldn't you have a problemwth
t hat, Stephanie?

MS. KANWT: [It's hypothetical.

MR. W EGAND: Sure.

M5. KANWT: | really can't answer that. |'m
trying to remenber, John, if we're tal king about are

they risk bearing? Is it clinically integrated in any
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way? What is the network?

MR. WEGAND: No. There is no clinical or
econom c integration. The menber physicians have put
all their practices into a conmon partnership, haven't
changed anything el se as to what they do, except they
m ght change their prices, but they haven't changed
anyt hi ng about what they're doing as far as financi al
risk sharing or clinical integration.

They' ve just created either a shell corporation
or a shell partnership that covers all of their
practices and created a single legal entity, and ny
guestion is: |Is that an entity that ought to be exenpt
fromapplication of the antitrust |aws generally or the
Per Se Rule specifically?

MS. HANSON: Yes, it should be exenmpt fromthe
Per Se Rule, and it should be reviewed under the Rule of
Reason.

MR. W EGAND: Anyone el se?

MS. KANWT: Let ne just add payors, are not
al ways in the best position to know exactly how an
entity like that, John, is constituted so you're asking
a payor representative a difficult question here.

MR. WEGAND: Ckay. Are there any other
guestions, the panelists would like to raise?

MR. DESMARAIS: One of the things | wondered
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about, MedSouth clearly has cone forward and dealt with
t he Comm ssion staff and received an advi sory opinion,
but to the extent other groups begin or think they can
rely on that opinion to set up sinmlar entities and then
they in turn begin to negotiate collectively with plans.
| " m begi nning to wonder, absent some notification of
what's going on, that we are clinically integrated and
so on, whether plans are going to begin to report to the
FTC sonme suspicious activity believing that, well, these
aren't risks, they are not a risk sharing arrangenent,
and so they really shouldn't be doing what they're

doi ng.

So | think it could potentially cause sone
confusion out in the market.

MR. GREENBERG. John, may | ask a question of
you, and that is, let us say the FTC does the right
thing, as it usually does work in the public interest.
What does the FTC expect to see, a drop in the increase
inrising health care costs, a one-tine drop in health
care costs, a continual curve of rising health care
costs?

MR. WEGAND: | can only speak for nmyself. 1'1]
give a standard discl ai mer.

MR. GREENBERG. You asked ne a questi on.

MR. WEGAND: | can't speak for the Conm ssion

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025

204



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

or Comm ssioners or Bureau Directors or anybody else. |
think that fromeither financial integration or clinical
i ntegration, what we hope to see fromit is ongoing
efficiencies being achieved, and ongoing inprovenments in
the delivery of care.

Over time, as those benefits are achieved,
there's also going to be affecting the marketpl ace cost
increases, so if you're just |looking at price, | think
what you'll see is an initial benefit, and you m ght
even see prices go down or the rate of increase take a
dramatic hit.

| don't think anyone's suggesting that an
i nprovenent in efficiency is going to be a cure all to
price increases over the |ong haul because as technol ogy
advances and nedi cal science, people want access to
that. It's a story about everyone wanting 1970 prices for
2002 nedicine. Well, that's not going to happen, and |
don't think anyone at our agency is suggesting it wll.

We're going to take about a five-m nute break.

MS. MATHI AS: Actually the next panel is set to
start about 3:50, so if we could just make it 3:45, give
you all a little bit nore than a five-m nute break,
about a ten-mnute break. We'Il start on tinme at 3:45.

Just two quick remnders. |If you didn't see the

MedSout h opinion, it is in the brown handout under the
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Bureau of Conpetition section in the handout. |If
anybody wants to review that, it's in the handout.
Also if you go out and use our cell phones,

pl ease turn them off when you come back in. Thanks.

MR. W EGAND: | would like to thank all of our
panel i sts.
(Appl ause.)

(Break in the proceedi ngs.)

MS. MATHI AS: Let's go ahead and get this
started again. Please turn off your cell phones. They
do interfere with the sound system Let's get this
rolling so everyone hopefully can get out of here.

| would like to take this opportunity to
introduce Mark Botti. Mark is the chief of Litigation I
in the Department of Justice which handles all health
related antitrust neasures at the Departnment of Justice.

"1l hand this over to Mark.
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Panel 2, Health I nsurance, Payor/provider |ssues

Panel Menbers

Hel en Darling, Washington Business Group on Health
Henry R Desmarais, Health Insurance Association of
Anmeri ca

Stuart Fine, Grand Vi ew Hospital

St ephani e Foreman, Pennsyl vani a Medi cal Society
Donal d J. Pal m siano, Anmerican Medical Association
Lawr ence Wi, NERA

Mark Botti, Departnent O Justice, Moderator.

MR. BOTITI: Good afternoon, everyone. | think
the best way to do this, since we've been here awhile
today, is to launch into our panel. W're going to use
t he same objective criterion of the al phabet in deciding
whi ch order we'll go.

Hel en Darling fromthe Washi ngton Busi ness
Group, can | ask you to start us off with your remarks.

MR. DARLING | will, thank you. Thank you very
much. | come fromthe Washi ngton Busi ness Group on
Heal th which is the national voice for |arge enployers
dedi cated to finding innovative and forward solutions to

heal th care probl ens.
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Qur menbership includes 175 nostly | arge

enpl oyers, Fortune 100, Fortune 500, representing about
40 million retired and active enployees and their
famlies.

As enpl oyers we woul d, of course, not
surprisingly like to see a health care marketpl ace that
conpetes on the basis of quality, innovation, service
and price as other goods and services do.

Unfortunately, as |I'm sure everyone in this room
knows, the health care marketplace doesn't function very
well, and it falls far too short on many of those, in
fact | would say virtually all of them

Enpl oyers and consuners, which you al so know,
it's in the paper alnost daily, have been facing double
digit health care cost increases. Over a five-year
peri od we had 50 percent increases. This year, neaning
2002, are looking at 13 to 14 percent on top of the
50 percent. It's estimated that 2003 will be another
13 or 14 percent dependi ng on whose nunmbers you use.

In effect, health care has indeed beconme nore
unaf f ordabl e than ever, and of greater concern is
there's absolutely no end in sight. All of the
underlying forces currently driving health care costs

are there, and there's no reason to believe that they're
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goi ng to change any tinme soon.

Unfortunately, overall the growth in health care

cost, the spending has been associated in the | ast
coupl e of years with hospital costs. Up until 2000, the
mai n driver of health care cost increases were
prescription drugs. That changed in 2000. It will
change again in 2001, and given what we've seen in sone
of the markets around the country and sone of what you
all have heard, and you heard this norning from Cara
Lesser fromthe Center for Health Systens Change, we
have no reason to think that is going to change at all.
Provi der consolidation, particularly hospital
consolidation, is we believe strongly aggravati ng these
cost increases. In a grow ng nunber of geographic areas,
urban and rural, northern California, Long Island, other
pl aces, consolidation has left us with either a single
hospital or a few dom nant systems, and they have in turn
chosen, for whatever conplicated set of reasons, in sone
instances to demand and essentially receive paynment
increases of up to 40 percent in a single contract year.
We' ve al so seen that there are hospital systens,
we' ve put that in quotes, that join together for cost
price negotiation purposes with no apparent evi dence of

any other integration of services, resources or
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referrals or anything else that m ght directly benefit
patient care.

We believe, not surprisingly, that these actions
hurt consuners and make it nore difficult to institute
prograns that inprove quality and noderate cost.

We have had a nunmber of highly public so-called
contract showdowns, again you heard about that this
nmor ni ng, between hospitals in some comunities and
payors reflecting the increase in the market power of
hospitals. Sonme of the nost dramatic ones of course
were in Boston. | know we have soneone here fromthe
Boston area.

| can tell you that | have many nenbers who are
directly affected by what happened in Boston. It was
pretty amazing, really nothing |like anything we' ve seen
in this country at least in ny entire career. So things
have really changed rather dramatically.

We al so know that consolidation which at |east
in theory m ght provide some benefits for vol unme
referrals and some other things that we m ght value in
gquality, what we have seen is no evidence that that
happens, and we could tal k about some of the
trade-offs. The reality is we're not seeing any
trade-offs of any kind, other than increased cost and

virtually no changes in quality and certainly no changes
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or no ability for health plans or enployers to have any

ability to negotiate or frankly to even get sone kind of

flexibility to talk about quality matters.

Al so we know that hospital consolidation may
actively harmquality and certainly purchasers' and
consunmers' ability to reward hospitals that conpete on
quality and innovation and transparency in the health
system essentially is inpossible if there's only one
hospital or one dom nant hospital system

So we don't even have the ability to do sone of
the really inportant innovations, such as tiered
net wor ks where we begin to change the dynam cs of the
heal th system by enpoweri ng consuners with noney, their
own noney or the belief it's their own noney because
t hey have choice. When choice goes away, all of our
ability to try to drive the systemtowards quality
i nnovati on essentially goes away.

On prescription drugs, just to shift subjects,
enpl oyers support fair market rules that pronote access
to affordable nmedicine as well as pronpte the
devel opment of tonmorrow s innovative therapies. W
believe that playing by the rules stinulates innovation
and pronotes robust and fair conpetition that benefits

consuners.
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Anti-conpetitive abuses and unwarranted del ays
to market entry harm enpl oyers, enployees and al

consuners, and we find that pretty unacceptable at this

poi nt. Enployers would al so be very concerned about
efforts to ease or waive health care antitrust

regul ations in general and for any specific segment of
the health care industry. Such a change is likely to
reduce access and conpetition and | ead to higher costs,
particularly for sone services or in sone geographic

ar eas.

We urge you to carefully assess any proposal to
ease health care antitrust regulations to determ ne who
will really benefit. In an increasingly consuner driven
health care world, which is what we're already in, wll
be nmore so as consuners pay an increased share of their
own health care costs, there nust be clear benefit to
t he consuner.

Enpl oyers appl aud recent efforts by the FTC to
step up antitrust enforcenent efforts in health care and
increase staffing in this area. W cannot say that
strongly enough. We are very pleased by what the FTC is
doing and feel that it's extrenely inportant at this
time that they continue with that very inpressive

effort.
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I n addition, enployers believe that post mnerger
foll ow up and continuing oversight is essential to
det erm ne whet her hospital mergers have actually

benefitted consunmers or sinply allowed hospitals to

charge nore and inportantly resist efforts to inprove
qual ity and patient safety.

And if | may, | would just like to nake one
quote froman article in Health Affairs by Spange,
Bazol li and Arno, they concluded "The position that
hospital nergers should be presumed beneficial for
consuners, unless they pose severe threats to
conpetition, is not well supported.” And we certainly
agree with that.

Finally, our point on information is that
transparency in the health systemis an essenti al
ingredient for a truly conpetitive health care
mar ket pl ace and is essential if consumers are going to
be able to navigate and negotiate the system which they
wi Il have to do whether we do anything else or not.

Provi ders should be making information on
quality, utilization and performance easily available to
all consumers. In many cases a lot of information, very
val uabl e information is already publicly reported and is

not proprietary and does not risk any confidentiality
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i ssues.
We believe that all hospitals should pose al
publicly reportable information in a user friendly way
on their web sites so that consunmers can use it to

sel ect on quality, efficiency and service.

Thank you.

MR. BOTTI: Thank you, Helen. Let's just nove
it along. Henry Desmarais fromthe Health I nsurance
Associ ati on of Anerica.

MR. DESMARAI'S: Thank you. This panel obviously
addresses sonme issues that are at great dispute between
provi ders and health plans, and because of ny own
personal concern that this could becone too easily
overly adversarial and unproductive as a dial ogue, |
wanted to begin by enphasizing that HHAAis commtted to
working with the physician comunity in the hope of
addr essi ng problenms before they becone the subject of
bitterly divisive |egislative proposals or lawsuits.

Obvi ously we have a long way to go in
recogni zing this hope, but our current president, Don
Young is a physician. Last Novenber our board approved
a resolution strongly supporting open conmmuni cati on and
col | aborative working rel ati onshi ps between HI AA and

organi zations representing physicians and other health
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care professionals. |In approving this resolution,

t he board heard that such relationships are necessary to
establish trust and to further the shared goals of
strengt hening the physician and patient relationship and
encouragi ng high quality affordable health care.

Cbvi ously we all recognize here that the Federal

Trade Commi ssion is ultimately there to protect and
benefit the consuner, and if relationships between
physi ci ans, health insurance plans and enpl oyers are not
functioning appropriately, consunmers will be the ones
affected the nost. |If access to needed physician
services is conprom sed or if health insurance coverage
becones unaffordable for enployers, individual consuners
are the ones that are affected.

The issue of affordability is certainly an
i nportant one, especially at the tinme of rising health
care cost. We've heard quoted earlier today recent
studi es showi ng that enpl oyer based health insurance
costs rose 12.7 percent fromspring 2001 to spring
2002.

| think quoting further fromthat study, they
said that this high rate of growth appears to have been
driven primarily by rapid inflation and spending for
health care services. Sonme people like to think that
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it's rising premuns and with the assunption sonmehow
that insurers are the only ones that are involved or
explain the increase in costs, but again it's the
services and the cost both in ternms of increased price
and increased utilization that are key here.
The report also, by the way, went on to say that

nmont hl'y enpl oyee contri butions for health insurance rose

from$30 to $38 for single coverage, and from 150 to 174
for famly coverage, and finally the study found that
enpl oyers responded to the rising cost by increasing
enpl oyee deducti bl es and copaynents, reducing covered
benefits and even in sone instances dropping health care
i nsurance coverage all together.

So in this context it's inportant to
consideration the inplications of potential changes in
public policies on access, cost and quality.

The i ssue of whether consuners benefit when
provi ders conbine to formwhat they call a
countervailing balance is one that is brought to the
forefront by physicians seeking to bypass antitrust |aw
and formcartels to collectively bargain with health
pl ans on fees.

HI AA, it's not secret, is strongly opposed to

any federal or state effort by physicians to gain this
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ki nd of an exenption. A recent study by Charles River
Associ ates show that enacting physician antitrust
regul ati on would increase health care costs by 5 to 7
percent .

A nore recent study by Charles River Associ ates
al so states, "There are no econom c principles that
support the argument that bargaining between two parties

t hat both possess market power |eads to a superior

outconme for ultimte consuners, in this case patients,
t han bargai ni ng between one party with market power and
one wthout."

| n our view physicians and providers currently
have significant market power and the ability to legally
negotiate with health plans. In addition, enployers
have expressed the desire for less restrictive mnaged
care plan designs and access to |arge provi der networks
t hrough their enployees, so this is another factor that
puts physicians and other providers in the position of
power in negotiations with health insurance plans that
need to contract with |arge nunbers of physicians or
even with specific nust have physicians in order to
sati sfy consuner did he hands.

Testimony by Paul G nsburg, the President of the

Center for Studying Health System Change, shows that one
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likely factor resulting in an increase in the cost of
heal th i nsurance is hospital consolidation.

Physi ci ans argue that health insurers that have
a significant health insurance market share possess
nonopsony power or the power to suppress the purchase of
physi ci an services and therefore suppress physician
f ees.

Whil e the insurance and physician service

mar kets are interrelated, they are not identical, and

the conpetitive characteristics of each market nust be
anal yzed separately. There is a great deal of
conpetition anong health insurers in purchasing
physician services. As noted in one recent report "any
attenmpt by a single plan to decrease the rates it pays
provi ders bel ow the conpetitive | evel would be offset by
its conpetitors taking the opportunity to augnent their
provi der panels and thereby grow their businesses at the
expense of the plan attenpting to reduce its fees paid
to providers. Even if health insurers possess
significant market power, they m ght not have market
power in purchasing physician services."

Physi ci an groups can use consolidation to increase
t heir bargaining power. Physicians can capitalize on

their good reputations or powerful presence in |ocal
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geographic areas to achieve |l everage with insurers. In

addi ti on physi ci ans have ot her sources of i ncone, includi ng Medi care,

Medi cai d, federal and state enpl oyee plans and
al so obviously a big presence in the market, the
sel f-insured plans.

As Cat herine Hanson rem nded us earlier today,
t he average physician has contractual or other business
arrangenents with nultiple private plans, and has she
told us, even if they contract in the case of a single

payor, then they have nultiple paynent arrangenents with

di fferent paynent schedul es.

It's also I think inmportant to recogni ze that
insurers are subject to intense governnental scrutiny of
their business practices. Sonme exanples of regul atory
oversight include the follow ng: Regulation of
insurer's financial statenents, regulation of insurer's
i nvestnments, financial exam nations, review and approval
of premumrates and policy forms, regulation of form
and substance of disclosures, regul ation of
di sconti nuance and repl acenent of policies,

i nvestigation of consunmer conplaints, performance of
mar ket conduct exam nations, investigation and
prosecution of insurance fraud, and finally regulation

of trade and cl ai m paynment practices.
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| ndeed, there are few business activities an
i nsurer can undertake w thout having to consider
conpliance with an existing law or regulation. This
i ncludes issues relating to nergers, acquisitions and
antitrust. While actions taken by federal authorities,
both the Departnment of Justice and FTC, against insurers
for antitrust concerns are not commn, this |ack of
activity is not attributable to a |Iack of scrutiny.
Certainly this norning Deborah Majoras fromthe
Departnment of Justice told us a great deal of how they

were | ooking at the issue of consolidation and al so

coll ective activity by insurers.

In addition to the national antitrust
enf orcenent agencies, State Attorneys Ceneral are also
very active, and we heard Ell en Cooper echo that early
t oday.

| would like to enphasize that the insurance
business is extrenely conpetitive. There are nmultiple
pressures on insurers from purchasers of the product,
bot h i ndividuals, and renmenber there are 16 mllion
individuals in this country who purchase their own
heal th i nsurance, as well the remai nder of the popul ation
that's covered obtains their coverage through their

enpl oyers.
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There's al so obviously pressure from providers
and al so individual consuners. |It's a difficult
business. It's a business where risk has to be managed,
and this is not easy, and you've heard about the
physicians in California who entered into risk
arrangenents and who had difficultly.

Well, it's not easy to manage risk, and with the
cl oud of bioterrorism hanging over us, it nakes it even
more difficult, so once again, | would like to close by
t hanki ng the Conmm ssion for providing H AA this
opportunity to participate in this inportant forum

Thank you very nuch.

MR. BOTITI: Thank you, Henry. And Stuart Fine,
Grand Vi ew Hospital.

MR. FINE: |'ll just pick up where we left off
with the prior discussion. In the Philadel phia market,
we have a rather unique situation in that we have a
particularly concentrated payor market that creates
form dable barriers to entry to any insurance conpany
that m ght want to try to break in.

|'"ve al ready described our situation at G and
Vi ew Hospital where we have one insurer who has 67
percent of the non Medicare, non Medicaid market. | can
only imagi ne what it would be |ike, the deep pockets it

woul d take for an insurance conmpany to conme in and try

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

222
to position thenselves to do business in such an
envi ronment .

We heard coments in the previous panel having
to do with hospitals and hospital networks demandi ng
t hat peopl e take or, excuse nme, that insurance conpanies
accept all or nothing contracting, that each of those
net wor ks must be taken as a network in full rather than
as individual facilities, should that group want to
contract with the insurance payor.

I n Phil adel phia we have the converse of that.

We have a situation where the predom nant payor requires
all products be accepted. We have no option to say,
well, we would prefer not to participate in your

Medi care HMO product.

I n our county, the only non governnment Medicare
product is provided by one entity that has 99.7 percent
mar ket share. That is not sonething soneone el se can
come in and easily contend wth.

We've heard froma couple different people
earlier today about hospitals involved in contract
showdowns where, rather than try to negoti ate renewal s
or changes to contracts, it's been nade to sound |ike
there would be unilateral term nation on the side of the
hospital. What wasn't stated was that the hospital

contracts all contain within them Evergreen provisions,
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automati c renewal provisions, that if cancellation or
term nation is not effected within 60 or 90 days prior
to the expiration date, that contract automatically
rolls over for another three to five year term

My hospital was one of the hospitals that was
involved in such a situation in the Phil adel phia narket,
and for a period of five nonths, we worked to try to set
up neetings, face-to-face neetings, and we were denied
for five nonths. So we had no option but to submt a
notice of contract term nation, and then it was made to
sound as if we had acted in a very Machiavel lian way.

We have a situation with the health insurers
where we have nmarket segnmentation. In the situation
wi th BlueCross, we have county lines that BlueCross
pl ans won't cross, so we happen to sit in the very
northern end of Bucks County, Pennsylvania. W're
within the | ndependence Blue Cross territory, where if
we were just a fewmles up in the world we would be in
the Capital Blue Cross territory.

We are not allowed to negotiate with Capital, to
have a contract with Capital. W have to do our
contracting through IBC, so there's market segnentation
t hat works one way but again can't work another.

What we're | ooking for is a road that runs both

ways, a level playing field, and we're very frustrated

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025

223



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

that fromthe perspective of the hospital, we don't have
t hat .

When it conmes to the issue of cost, in our
contracts, the standard in the Phil adel phia area is an
inflation index tied to the Mcgraw Hill DRI. [If we have
i ncreased costs, for exanple, the professional liability

i nsurance costs that | nentioned a little while back that

went up a mllion dollars, we can't pass that through. W

get the DRI, and if you're |lucky you get the DRI plus a

224

fraction of a percentage point, but you do not get to pass t hrough

things |ike Zygrous, the new drug that costs over

8, 000 dol | ars per course of treatnent, the coated stents that we've

heard nentioned earlier today, the |abor costs with
which we're all confronted, given the nursing shortage
and the shortage of pharmacists and radi ation techs and
things like that. This is very, very frustrating.

We have an average age of plant that requires
attention. | know at nmy facility we're | ooking at a 30
mllion dollar enhancenent to plant. Hospitals have
deferred and deferred acting on plant, but now we have a
situation with the baby boomers com ng through where
demand for services far outstrips our ability to neet
t hat demand.

Nati onwi de, hospital spending has grown at a

sl ower rate than health care spending overall. W've
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heard some inconsistent data here on this norning, and |

find that confusing nyself, but | can only tell you that
the data that |1've been reviewing and that | reviewed
even just this past Friday showed that up until at | east

t he year 2000, spending on health care increased 6.9
percent overall, but on hospitals it was 5.1 percent.
Hospitals account for 33 percent of the total health
care spending, but only 25 percent of the growth in
heal th care spendi ng.

We have unfunded mandates with which we need to
contend, HI PAA, the Privacy Act is expected to cost

hospitals 22 billion dollars over the next five years;

di saster readi ness, another 11 billion dollars over the
next two to three years.

We are working to inprove quality and patient
safety. Those are not things for which we receive
direct conpensation. W have Medicare and Medicaid
payment shortfalls.

Since the inplenmentation of the Perspective
Payment System back in 1987, Medicare has passed through
| ess than their cal cul ati ons concerning cost to
increases by a cunul ative 21 percent. That's a very,
very hefty gap when in our case, as |'ve already stated,

Medi care and Medi caid provide 54 percent of our
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revenues.

We have demands from private payors, enployers
and consunmers such as the Leapfrog G oup saying that
hospital s should have hospitalists operating their
intensive care units 24 hours a day. At the sanme tinme
at ny institution the Solucient G oup naned us as
operating one of the top 100 Intensive Care Units in the
country based on effectiveness and patient outcones, but
we don't have hospitalists.

So do we put the noney out for the hospitalists,
al t hough our outcones appear to place us in the very top
tier, or is that not a necessary expenditure?

Access to capital, is very very problemtic. In

2001, bond downgrades for hospitals exceeded upgrades by
six fold. W are an A 2 credit by Modies, and we have
been told that if we go to the bond market this year, it
is unlikely that we'll be able to get bond insurance
because we happen to be situated in the Phil adel phia
market. It has nothing to do with our bal ance sheet,
nothing to do with our credit rating. It has to do with
our geographic location.

W appi ng up, we have increased conpetition from
ot her providers. The merger activity around us has

actually slowed over the past five years, at least in
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the market with which I"'mfamliar, but we still have
issues in sonme states with Certificate OF Need | aws
bei ng barriers to entry. In Pennsylvania, CON has gone
away, and we've seen a proliferation of things |ike open
heart surgery progranms. W've seen 16 new prograns
devel oped in the five county Phil adel phia area in the
past two years, but the number of surgeries being
perfornmed has not increased.

So we're seeing that segnented nore and nore.
We have the difficulties with Stark that |'ve nmade
mention of previously relative to i nducenents to refer.
We have specialty or niche providers such as cardi ac
hospitals, heart hospitals, bariatric hospitals being

devel oped around us.

In the nation, we have one-third of our
hospitals operating with a negative operating margin.

I n the Commonweal th of Pennsyl vania that nunber is
two-thirds, so that's pretty nmuch our situation. It's
pretty ugly.

As | say, what we would hope to see from FTC
activity is a leveling of the playing field, a situation
that not only | ooks at hospital alignnent but one that
| ooks at the market power of insurers as well.

Thank you.
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MR. BOTTI: Thank you, Stuart. Steve Foreman of

t he Pennsyl vani a Medi cal Society. Power Point?

MR. FOREMAN: Power Poi nt . Good afternoon. [ ' m
St eve For eman. |"mdirector of Health Services Research
for the Pennsylvania Medical Society. |'mhere to

present a bit of a different view than you may have
heard earlier today.

Many of our constituents see, at |east think
they see a gradually disintegrating health care nmarket
in the State of Pennsylvania. |In fact, there's sone of
us who are concerned that one or two random events m ght
cause that disintegration to accelerate rapidly, a
di sintegrating screen, too. W' re concerned about a
rapid disintegration in these markets and a total

unwi nding to be totally blunt.

|"m just a poor North Carolina | awer, so |
br ought some pictures. W have four markets as defined
by Bl ueCross firms in Pennsylvania. |'mgoing to
present some figures fromone of them but we believe
t hey generalize. W conduct our analysis, we've been
doing this for about six years now, in what | will call
a conparative context.

We don't think that you can | ook at any one

segnent of the market and reach concl usi ons about
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conpetition or market power. We |look at the relative
position of all the players in the market, so what |
mean very specifically is that in the market for health
i nsurance, that part of the segment, we | ook at the
relati ve power of insurers conpared to enployers, who
are the major purchasers here, and then in the other
segnent, the market for nedical care, we evaluate the
mar ket power of providers |ike hospitals and physicians
conpared with health insurers. W think this is the
best way to | ook at these markets.

Obvi ously we're using a structure conduct
performance analysis in doing this. W have actually
built some demand curves in, and we have found a nunber
of downward sl oppi ng demand curves, and we think that in
terms of ongoing research, that's an area where the

Comm ssi on m ght nmake sone strides.

OQur first picture in terns of the structure, |
said we're going to do this in a conparative context.
It's unnaned, | took the nanmes out so we're not talking
about specific tinmes, an unnamed market in Pennsyl vania
with an insurance HH of 6139, a 77 percent conpetitor
conpeting nostly with a 19 percent conpetitor. This is
all private comrercial products, and we try to use this

in its broadest sense.
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Empl oyers, by contrast, are alnost all smaller
t han 250 enpl oyers. Enployers do not bargain on an
equal level playing field in terms of the bargaining
bet ween enpl oyers and i nsurance conpanies, at |east in
terms of size.

In terms of hospital shares, we've seen rapid
consolidation in the last ten years. The HH for
hospitals is 1464. | didn't have a nunber for
enpl oyers, by the way. 1It's 50. So hospitals have an
HHI here of 1464, and physicians, by and | arge, half of
the physicians in this market -- this goes back to 1980,
and | heard sonme facts and figures earlier today.

I n 1980, about 45 percent of physicians were
engaged in practice, 16.4 in group practices. Take a
| ook at the change in the last 20 years. W're at 32.7
for physicians, 29.6 for group practice. In other

words, there's a structural change undergoing with

physi cians. One of the things that we really believe
is that we can deal with the countervailing power issues
t hrough the market. The market will evolve and one of
t he concerns we have is what's going to happen when al
physi ci ans are enpl oyed.

How does structure translate into conduct? We

| ook at conduct in three realns. One is operating

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

231
results. The other is process, do people negotiate or
dothey dictate. Thethird part of that is what'sinthe contracts,
" mgoing to focus on sonme of the results.

The contracts are highly illum nating. | used to
use themfor ny health law class. This is the dom nant
i nsurer prem unms per nmenber per nonth going back to
1990. On average the increases have been at double
digit rates. That ties in with our question about the
relative power of enployers and the dom nant insurers
here.

This is the profits of the dom nant insurer
goi ng back to 1990, the blue line tied back to the bl ue
on that other chart, the red to the red. W think this
Situation is not |ong-term sustainable.

Sonet hing that's not been tal ked about today are
reserves and unpaid clains, although it's been nunbl ed
about. In Pennsylvania, our insurance firnms have rather
substantial reserves. These are well run conpanies.
These are actually good firms, nost of them nonprofit,
but here's the reserves.

And one of the questions we have to ask in a
full market analysis is, how are reserves being used?

Why do we care about |arge reserves? WeIlIl, various
barriers to entry cones to mnd i mmedi ately, also

efficiencies in terns of operation. Then unpaid
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claims. Between reserves and unpaid clains, that's a
rather | arge sum of noney that firns can use to invest,
and they can use it in ternms of entry barriers.

What about hospitals? W saw the conparative
mar ket power of hospitals. This is the same narket.
That red arrow is the profits of system hospitals.

System hospitals nade nore in profits than the health

insurers in that market. The health i nsurer made a
little over 200 mllion dollars before tax. The
hospitals in that market nade 280 mllion dollars. So

countervailing power may nake a difference here.

What about physicians? Well, those two |ight
blue lines at the top -- this is seven selected
specialties. W didn't do a weighted average. W just
wei ghted all codes for these specialties. The |ight
blue lines at the top are the national averages, the

national nmeans for these specialties.

Medicare is there in red and Medicaid in
orange. Medicare pays less than half, sonetines even a
third of national averages. Medicaid pays |ess than
that in Pennsylvania. 1In fact | go into these neetings
and | even nention Medicaid, and | have sonme physicians
get up and yell and scream and | can't finish.

The dom nant payor that | talked about there
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pays |l ess than Medicare in this market. That is not
mar ket power .

So what are we saying here? First of all, the
structure and conduct of these markets has some obvi ous
i npact on the industry. You've heard reports about
di m ni shed coverage, as enployers respond to increasing
health care prem uns and even sone enployers that are
droppi ng coverage all together. W wonder whet her
that's evidence of an unw ndi ng nmarket.

I n addition, we see substantially increasing
concentration in markets across the state, even across
the country, unrelated to econom es of scale.

Physi ci ans, physicians really would like to work
well with everybody in the system | will tell you in
my travels about the State of Pennsylvania, the biggest
physi ci an concerns these days are departures, early
retirements, unwillingness to come to practices in the

State of Pennsylvania. W see situations where

residencies aren't filled. Medical school applications
are down, and out just in Claring, Pennsylvania, |ast
week, these situations are hitting hardest and fastest
in rural areas of Pennsylvania. Again we wonder about a
mar ket unravel ing.

VWhat do we do? | think that our constituents
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woul d be first in line yelling and cheering if we were
to restore full conpetition to health insurance in
medi cal care markets. That would be a first best
solution that everyone | think would really go al ong
with. In every area, it would not necessarily nmean
physi cian fee increases, mark that.

In fact in some ways, as | said, | had a doctor
explain to ne, this is a tragedy of the nedical commons
in a way. W have a nunber of entities in this system
pl aying out self interests in a way that is unhealthy
for the whole system Everybody needs to make sone
contributions to dealing with it, and | think everybody
means everybody.

If we can't restore full conpetition to these
mar kets and gi ven where we've evolved, that m ght be a
tall order. If we think Mcrosoft was difficult, this
m ght be of a magnitude bigger. Then we need to think
about sone countervailing power responses to it.

As | said earlier, we can either that do by

regul ation or by |legislation, or we can |let the market
do it. You will see enployer buying cooperatives and
you wi |l see enpl oyee physicians comng out of this if
there's a really countervailing power inbal ance.

Third, | suppose the state nmenu, the menu of
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state action, could come to play here, although we heard
this nmorni ng about the enforcenent problens that cone
al ong with that.

CGet ready for a single payor system | think
we' || see another national canpaign waged on this issue
if we don't deal with market breakdown in health care.

Finally, and near and dear to ny heart, | think
we need a whol e range of nmuch better research on where
we are and where we're headed in this industry, sinple
things like optiml sizes of firns, providers, nore
conplicated issues |ike countervailing power.

Let's really research countervailing power, get
the vitriol out of all this and take a | ook at where
this all heads. Oher itens |ike tracking state action
doctrines where they' re inplenented. |'mtalking about
a whol e research agenda, although I nust say |I'm not
sure we have a big wi ndow of opportunity here.

" m quoting Fran Swoi sman who runs Heal th
America in Pennsylvania. | was on a panel with hima

coupl e weeks ago. He said, This systemis broke. This

systemis very broke, and if we don't, insurance
i ndustry providers, enployers, find a way to craft a
solution to this, we will have the solution inposed

on us.
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Thank you much.

MR. BOTTI: Thank you, Stephen. Stephanie
Kanwi t of the Anmerican Association of Health Pl ans.

MS. KANW T: Thanks very much, Mark. Well, on
t hat downer note, Stephen Foreman, | won't introduce
mysel f again since this is a reprise.

In terms of the payor-provider issues that are
t he subject of this panel, AAHP and its nenber plans
strongly support both conpetition and cooperati on anong

all participants in the health care delivery system

Conpetition creates incentives for health care providers

to increase their efficiency, |ower their cost and
i nprove quality.
Conpetition anong health plans spurs themto be
i nnovative and efficient and assures that the savings
they obtain through their negotiations with health care
providers will be passed on to consunmers through | ower
prices to enployers which pay for the bul k of the
premuns and ultimately to all of us, the enpl oyees.
Cooperation between health plans and provides

pronotes paynents for services that are tinely and

appropriate for properly submtted clains as well as a
better system wi de integration of evidence-based

standards into the practice of nedicine, very inportant,
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evi dence- based st andards.

Simply put, conpetition and cooperation are
necessary ingredients for a health care systemthat
ultimately puts consunmers first so that as many as
possi bl e have access to affordable health care that is
of the highest quality.

VWhen standards for conpetition are | oosened or
when cooperative efforts are hindered, consuners | ose.
Their health care costs rise. Ability to afford access
to the system declines, and quality and safety
i nprovenent efforts are underm ned.

Any consideration of altering existing antitrust
| aws or the statenment of antitrust enforcenent policies
in health care should start with one key question, one
fundanment al question, Does this proposed change help
consuners or does it hurt consuners?

As Helen Darling noted on this panel, health
care costs are rising at the fastest rate in a decade.
Consuners today view affordability as the single nost
i mportant problemin health care today.

The second nost inportant problem and this is

according to consuner polling, is the high nunmber of

uni nsured, which tends to rise, of course, with the cost

of health care. 1In fact, one recent study suggests that
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with every 1 percent rise in health ca

re costs 300, 000

more Anericans | ose access to health insurance.

Al l

payors, have a crucial task to acconpl

of us, whether representing providers or

ish in the

i medi ate future, to work together to address these very

serious concerns while continuing our

best efforts to

integrate the | atest and best nmedical science into the

practice of nedicine.

In terns of that best nedical science, | would

rem nd you of

recent information regardi ng Hor none

Repl acenment Therapy, HRT, and arthritic surgery. These are

two exanpl es of areas where assunptions about nedica

efficacy were sinply proven w ong,

to the detri nent of

patients and the health care system as a whol e.

Preserving standards for healt

hy mar ket

conpetition anong all nmenbers of the health care

community is an indispensable part of these efforts.

Now, health care antitrust guidelines, you have

asked for

our

views on the current statenments of

antitrust enforcenment policy issued by

and the Departnment of Justice. First,

t he Conmmi ssi on

we reject the

contention that the guidelines need to be anended to

all ow providers to collectively negotiate regarding

price.
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The current guidelines, as we di scussed sonewhat
in the | ast panel, provide sufficient flexibility for
providers to create new and alternative ways of creating
delivery networks to provide patients quality care.

At the sane tinme, the guidelines unfortunately
may have had the unintended consequence of giving
provi ders nore opportunity to formcartels. Severa
years ago when changes were nmade to the guidelines we
rai sed this concern, 1996.

Unfortunately, the activities we are begi nning
to see in certain parts of the country now suggest that
t hese concerns were warranted. The FTC s MedSout h
advi sory opi nion, which again we discussed extensively
in the | ast panel, we believe allows flexibility to
create new alternatives that can lead to inproved
qual ity of care.

Not wi t hst andi ng MedSout h, sone physicians have
continued to argue that the guidelines and current
antitrust |laws prevent them from communi cati ng about
such issues as quality, utilization managenment or
contract ternms. The rhetoric doesn't match the
reality, and noreover, it continues to be used as a
device to justify a long standing effort to seek changes

to the antitrust laws in the form of exenptions or other
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special treatnent for providers. Wre the FTC to
provide this type of special treatnent, consuners would
certainly pay the price.

The antitrust | aws have al ways permtted, always
permtted health care providers to join together to
provide nmore efficient health care and negotiate with
health plans. For exanple, by form ng group practices,
whi ch can often include groups of a hundred or even a
t housand or nore, physicians can create substanti al
econom es of scale. These arrangenents provide a | awful
means by which physicians can achieve efficiencies and
negotiate collectively with health plans.

Whi |l e providers have argued that alternatives to
t hese arrangenents are needed to create a "nore |evel
playing field for conpetition,” in fact their proposals
woul d do just the opposite. They would create |arge
power ful provider cartels which would both restrict
consunmer choice and hinder the ability of health plans
and enpl oyers to manage escal ating health care cost.

In 2000 the consulting firm LECG estimated for
us at AAHP t hat enactnment of physician collective
bargai ning | egislation would increase health care
expenditures by 141 billion dollars over a five-year
period, 141 billion, or 8.6 percent private health care

costs during its peak year.
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According to a separate LECG study, that woul d

result in alnost 17 mlIlion people |osing insurance over

the next five years and 855, 000 people losing their jobs.

For consumers, that is sinply too high a price.

Now, there have been several recent settlenents
bet ween provi der groups and the FTC that highlight these
concerns regarding collective bargaining and the harm
t hat befalls consunmers when providers are allowed to
negotiate the ternms that include price fixing.

One exanpl e, which many of you are probably
famliar with, is the recent Dallas Fort Worth Physician
G oups settlenment. In that case, the FTC determ ned
t hat the physician groups managenent conpany's actions
restrained price and other fornms of conpetition. As a
result physician fees rose significantly and health
care costs for consunmers, enployer and payors in the
public and private sector increased.

These activities by providers reveal the
significant problens that anti-conpetitive activities
cause for consuners. We commend the FTC and the
Departnment of Justice for their consistent opposition to
any speci al exenption for physicians or other health
care professionals, and we continue to believe that
provi ders should be allowed to negotiate as permtted

under the existing |aws and gui deli nes.
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Penultimtely here, I want to tal k about the
uni form nodel contracting and class action litigation.
Very briefly these are two additional strategies that
provi ders currently are usi ng to advance their argunents regardi ng t he
need for a nore level playing field, nunber
one, advocating for a uniformcontract with all payors.
Nurmber 2, joining with plaintiffs' attorneys in filing
class action lawsuits to force disclosure of health plan
fee schedul es and rate paynent information.

In fact, we believe that disclosure of contract
terms and paynent rates to all players in a market woul d
elimnate the opportunity for negotiating to keep prices
af fordabl e for consuners.

Essentially such disclosure would lead to a rate
setting process in which providers have the opportunity
collectively to drive rates to the highest possible
level. As a result conpetition in the market would be
el i m nat ed.

Lastly some recommendations. W' ve all been
talking this afternoon and this norning as well about
t he purpose of the antitrust laws, in a nutshell, to
pronote and preserve conpetition for the benefit of
consunmers, not individual conpetitors.

To that end, we believe that the FTC and the

Department of Justice can nmake a positive contribution
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by, nunber 1, continuing their work in an active
enf orcenent of the existing antitrust |aws; nunber 2,
working with the state and | ocal levels in a unified
col | aborative approach to antitrust enforcenment
t hroughout the health care system and nunber 3,
facilitating an open di al ogue about what are and what
are not perm ssible negotiating paraneters under the
exi sting statenments of antitrust enforcenent policy in
heal th care.

In sum we believe it's a tinme to build bridges,
not fences, and to work together in addressing the
probl ens facing our health care system

Thank you.

MR. BOTTI: Thank you. Donald Pal m siano of the
American Medical Association.

MR. PALM SI ANG:  Thank you. Good afternoon. My
name is Donald Palm siano. |'ma surgeon from New
Orl eans, Louisiana, and |I'm president elect of the
American Medical Association. It's a pleasure to be
here today on behalf of the AMA to address the Federal
Trade Conmmi ssion regarding antitrust issues involving
physi ci ans and third-party payors.

We approach the topic of antitrust enforcenent
before this Comm ssion with great respect and serious

concerns. To put it bluntly, we believe that federal
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antitrust agencies have placed physicians under far
greater scrutiny than is warranted by our conparative
econom c strength in today's health care system

In recent years, physicians and physician
organi zati ons have been the subject of approxinmately 50
enf orcenent actions. Virtually all of the physician
organi zations in these actions have been small in
econom ¢ and practical ternms. It is no wonder that
every one of these organizations settled with the
Conmi ssion rather than commt to a tinme consum ng
struggle which likely woul d have depl eted the
organi zation's resources before reachi ng deci sion.

By contrast, we know of no single FTC action
against a third party payor ever. W are very
encouraged to hear today by the Departnent of Justice's
Deborah Majoras that the Departnment of Justice will give
cl ose scrutiny to the conpetitiveness of payor markets.
The absence of enforcenent activity on the payor side to
date is puzzling because there are plenty of reasons to
be concerned about the conpetitiveness of payor
mar ket s.

In the latter half of the 1990s, managed care
organi zations consolidated at a record pace. Today
we're seeing double digit increases in health prem uns

and in health plan profits. At the sanme time consuners
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have expressed deep dissatisfaction with managed care,
and physicians have found thensel ves vastly over powered
in their dealings with payors.

I n any ot her industry, a nerger wave foll owed by
an abrupt rise in prices would cry out for an
i nvestigation, but so far these conditions have only |ed
to renewed calls by the Comm ssion "to get tough agai nst
physi ci ans and ot her health care providers." Something
Is am ss.

Qur suggestion today is that the time is right
for the Comm ssion to consider a fundanmental shift in
how it deploys its resources within the health care
field. As | just indicated, in the latter 1990s, it was
a period of unprecedented consolidation anong health
insurers. Between 1995 and 2000, there were over 350
mer gers.

Today, the ten | argest health plans control over
hal f of the commercially insured persons. The effects
of consolidation are nost clearly seen at the | ocal and
regional levels. Last year, the AMA conducted the nost
conprehensi ve study ever undertaken of conpetition in
heal t h i nsurance.

What we found was staggering. Out of the 40
| arge netropolitan statistical areas or MSAs across the

country, approximtely 70 percent of HMO narkets were
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hi ghly concentrated. 87.5 percent of PPO markets were
hi ghly concentrated, and nearly half of the conmbi ned HMO
PPO mar kets were highly concentrat ed.

Mor eover, in roughly half of these highly
concentrated MSA market, a single payor had a narket
share in excess of 40 percent, and in a quarter of these
mar kets a single payor had a market share in excess of
50 percent. The study confirnmed what patients,
physi ci ans and enpl oyers already knew. In many parts of
t he country, health insurance markets are dom nated by a
few conpani es that have significant power.

We al so | ooked beyond market concentration at
ot her characteristics of payor markets. |In doing so, we
found further cause for concern. Payor markets are
characterized by significant regulatory barriers to
entry. To enter a market, a payor nost invest mllions
of dollars to conply with state regul ati ons governi ng
i nsurance conpani es. The payor nust also invest tine,
| abor and noney to establish relationships with
physi ci ans and ot her providers in the market.

These costs and regul atory hurdles facing a new
entrant nmake it possible for an existing dom nant payor
to increase premuns w thout concern that it will |ose
its market share. Even worse |arge payors often use

contractual devices to lock in physicians and keep out
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new rivals. The large conpanies are clearly in the
driver's seat.

On the supply side, physicians face unique | egal
and ethical responsibilities that enhance the ability of
payors to exerci se market power. Unlike suppliers in
nost areas of the econony, physicians can't rapidly
switch custonmers in response to changes in price.

Physi cian's decisions are driven by their relationships
with their patients.

The conbi ned effect of these conditions is to
enable an insurer with a | arge market share to increase
its premunms while also reducing physician paynents.

Dom nant plans can wi el d enornous bargai ni ng
power, often driving paynent rates well below the |evel
needed to provide nedically necessary care, and in sone
cases forcing nedical groups into bankruptcy. Fromthe
consuners' perspective the result has been chaos, higher
out of pocket expense, longer waiting tinmes and reduced
access to physicians.

If the late 1990s were a period of nmergers and
acquisitions in managed care, the years since have been
characterized by increasing health plan prem uns and
profits. Again let's take a | ook at the facts. From
2000 to 2001, prem unms increased by 11 percent, the

fifth consecutive year of increases, outpacing overal
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inflation by a wide margin. Prelimnary results of a
recent survey indicate that HMOs expect to inplenment
doubl e digit prem umincreases in 2003.

These recent increases have not been primarily
driven by increases in nmedical costs. Data also
i ndicate that prem unms have been rising at a faster rate
t han adm ni strative costs and cl ai s expenses. Further,
recent reports on payor profits refute any notion that
cl aims expenses are driving premumincreases. Profit
mar gi ns of the mpjor national payors have been steadily
rising, despite a slow down in the general econony.

In 2001, health insurers reported a 25 percent
increase in profits. In the second quarter of 2000,
nmost national insurers posted increased profits and in
one case an increase of nore than ten fold. To the
extent that prem umincreases are attributable to rising
costs of health care, physicians costs have not been one
of the major drivers.

The federal governnent's own data shows growth
in spending for physician services decreased from 1991
to 1996. Then after a few years of slight increases,
paynments | eveled off in 2000. However you cut the pie,
physi ci an costs today are sinply not a significant
factor driving growmth in overall health care costs.

Wiy is it then that the Conm ssion continues to

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

focus on physicians rather than payors? |Is there
sonet hi ng about physician markets that justifies the
Comm ssion's extraordinary vigilance in policing thenf
Alternatively, is there sonething about payor markets
that justifies a hands off attitude?

One perspective is that payors are sinply
purchasers of health care services whose interests are
closely aligned with consuners. Under this view, when
payors prevail in fee negotiations, the ultimte w nner

is the patient. This viewis terribly naive. Patients

don't buy the idea that their interests are aligned wth

their health plan, wtness the "managed care backl ash"
of recent years.

Patients do share an interest in avoiding
unnecessary expenses, but they also have an intense
interest in receiving high quality medical care, an
interest that health plans do not necessarily share.

Furthernore, payors are not nerely purchasers.
They're al so sellers. Enployers who negotiate prem uns
with health insurers know this fact all too well.
Payors don't sinply pass through expenses. Prem uns
reflect adm nistrative expenses in profits, not just
cl ai ms expenses, so conpetition in the health insurance
sector really matters.

When health premiuns rise due to | ack of
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conpetition, some enployers providing coverage or reduce
t he scope of benefits provided. Lack of coverage pl aces
enor mous pressures on other segnents of the health care
system It also leads to increase expenditures for

enmer gency treatnent.

Further, as the Justice Department recognized in
the Aetna matter, a |ack of conpetition anong heal th
insurers may al so open the door for health plans to
exerci se nonopsony power, often |eading to physicians
| eaving the market and reducing access to care for
patients. These are precisely the effects that are
being currently observed in a nunber of nmarkets that are
dom nated by | arge payors.

In short, the Comm ssion should care about
conpetition in the health insurance sector. There is
sinply no justification for a one sided enforcenent
policy that puts the sole burden of conpliance on
physi ci ans.

In closing, we respectfully ask the Conm ssion
to reconsider its approach and take a serious | ook at
conpetition on the payor side. In our witten
testimony, we offer nunmerous issues that we think nerit
particul ar attenti on.

Thank you for the opportunity to participate in

t hese proceedings. The Anerican Medical Association
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hopes to continue a dialogue with the Conm ssion
regardi ng these inportant issue.

Thank you.

MR. BOTTI: Thank you very nuch. Lawence Wi
wi t h NERA.

MR. WJ: Thank you. | want to thank the FTC for
hosting and organi zing this workshop and for inviting me
to speak.

| am encouraged to see the FTC s conti nui ng
interest in fostering conpetition in health care
mar kets. Conpetition is not just an antitrust issue. |
bel i eve conpetition can help us control the rise in
health care cost, which has |ong been an inportant
public policy goal.

My perspective is a little bit different from
the others on this panel. As an antitrust econom st, |
aminterested in understanding the sources of market
power in an industry and in neasuring its effects.

As a health economst, I'"'minterested in the
public policy questions related to health care cost
contai nnent, and as an enpirical econom st, | have a
natural interest in nunbers, and when it cones to health
care, there are sone pretty big nunbers that caught ny
interest and the interest of others on this panel as

wel | .
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So let ne start there. A recent survey found
t hat enpl oyers' health insurance prem unms increased
al nost 13 percent from 2001 to 2002, the | argest
increase since 1990. This is higher than the inflation
rate, which was 1.6 percent. Increases in premuns for
smal | enpl oyers are even higher, and experts believe
that the average premiumw ||l rise anywhere from1l2 to
15 percent from 2002 to 2003.

Spendi ng on health care services and
prescription drugs has increased around 7 percent per
year recently. Sound small? Not conpared to the 2
percent growth rates that we had in the md 1990s. To

give you a little nore perspective, spending on hospital

in-patient care actually declined from 1994 to 1998, and

that's not the case anynore.

By nost accounts we are headed for significant
increases in health care spending, and as a result the
demand for cost containment will be stronger than ever.
So what can we do to control cost?

In broad ternms, we have three strategies. One,
we can reduce prices paid to providers; two, we can
manage health care utilization better; and/or three, we
can accept a |ower quality of care.

| want to talk a little bit about each of these

cost contai nnment tools, but nmore inportantly, I want to
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tal k about the role that conpetition can play and has
pl ayed i n devel opi ng i nnovative ways to control the rise
in costs. Because conpetition is so inportant, | wll

i nclude a few observations on the vital role that

the FTC has and will continue to have in preserving
conpetition in this industry.

What can health plans do to control cost?
First, health plans could continue to try to reduce the
prices that are paid to providers. 1In the past, this
has cone about through HMOs, who use sel ective
contracting with providers as a way to negotiate | ower
provi der rei mbursenent rates.

WIIl this continue to work? Not w thout sone
maj or change because the HMOs have lost quite a bit of
bar gai ni ng power in recent years. |If the past five
years is any indication, enployers have shown that they
prefer PPOs and health plans that do not limt
coverage to certain hospitals and physicians. But,
limting coverage is the backbone of selective
contracting.

Heal th plans al so could reduce cost by managi ng
health care utilization better or by reducing the
quality of care that is provided or covered by a plan.
Again, if the past five years are any indication, it

isn't clear that enployers and enpl oyees will enbrace
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nore controls that will restrict the amount of nedical
care that is provided and paid for. Consunmer concerns
about the quality of care provided to HMO enrol | ees have
al ready nmade HMOs reluctant to further manage access and
use of health care services.

Now, if we can't count on the traditional tools
of managed care and if consuners are not willing to
accept a lower quality of care, are we destined for
double digit inflation? | don't think so, but we have
to allow conpetition to take its course.

Here's what | nmean. |If you go back to the
basics, it's pretty clear that managed care was able to
reduce the rise in health care spending by doing two
t hi ngs, encouraging conpetition anong providers and
encour agi ng consuners to shop for a health plan on the
basis of price.

What happened? The market evolved. Using
sel ective contracting, HMOs proceeded to negotiate | ow
rei mbursenent rates with providers, with | ower cost.

The HMOs went to the marketplace and sold | ow price

i nsurance. Enpl oyees and enpl oyers | oved the | ow

prem uns and enrolled by the mllions, and this only
served to give HMOs even nore | everage to negoti ate even
| ower prices with providers.

In this way, managed care changed the nature of
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conpetition so that market forces could be used to
control costs. Managed care wasn't perfect, but it
wor ked. Total health care spending stabilized as a
percent of the gross donestic product, and the rise in
prem uns and provider cost sl owed.

Then consuners started to express their
di ssatisfaction with some of the restrictions that cane
w th managed care. We wanted nore freedom of choice,
and we didn't want to have to get a referral before we
were allowed to see a specialist. Wat happened?

The market evolved, and we saw the introduction
and proliferation of numerous types of health plans that
varied in terns of copaynent rates, benefits coverage
and access to care. By the md 1990s, enrollnent in
HMOs started to fall, and HMOs began to | ose their
ability to negotiate lowrates with providers. Not
surprisingly, provider costs and prem uns are again
rai sing at |evels not seen since 1990.

VWere will it end? | don't know, but the market
is evolving. For exanple, nore and nore health plans
are starting to introduce triple tiered pricing, which
is a fancy word for charging consuners different
copaynent rates depending on their choice of provider.
The hope is that by charging different copaynment rates

for say different hospitals, consumers will pay nore
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attention to price.

Just as inportant, the expectation is that
tiered pricing to consuners will lead to tiered pricing
to providers, which should help stinulate price
conpetition anong providers for contracts for health
pl ans.

This sounds |i ke ol d-fashioned conpetition, and
it is, but as the financial incentives beconme nore
conplicated, it is likely that the contracting and
rei mbursement arrangenents between payors and providers
also will beconme nuch nore conplicated.

Provi ders have not and won't be standing still
to make thensel ves attractive to health plans. Providers
have found, with varying degrees of success, new ways
to reduce and control the rise in cost. MedSout h,
an | PA of south Denver that was the subject of a recent
FTC staff advisory opinion, is a great exanple of a
physi cian group that is trying to find innovative
solutions that will help patients and | ower costs.

WIIl tiered pricing and providing integration
el i m nate concerns about cost containnent? Again |
don't know, but what | do know is that the market w |
evol ve. The solutions that will survive will not be
driven by the health plans, and they will not be driven

by the providers.
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The solutions that will survive will be driven
by what enpl oyers and enpl oyees want and by the tools
t hat consuners want to put in the hands of the health
pl ans.

What does this nean for the FTC? First the
Federal Trade Conm ssion will probably have an inportant
role in commenting on physician collective bargaining
| aws and | egislation such as the Patient's Bill of
Rights. Many, if not all, of the proposals for
col l ective bargai ning have i ncluded provisions that
woul d al |l ow some physicians to price jointly w thout
i ntegration.

And second, the FTC will continue to play an
inportant role in evaluating the conpetitive effects of
mergers, contracts and ot her changes in ownership and
organi zational form These organizational changes,
especially if they involve conplex contracts, wll
likely affect the way contracts between payors and
providers are witten, which will change the way health
care is delivered, priced and paid for

The task facing the FTC will not be easy, one,
because it is likely that the responses of health plans
and providers to consuner demands for cost
cont ai nnent coul d have pro-conpetitive as well as

potentially anti-conpetitive consequences.
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For exanmple, in evaluating the buyer power of a
health plan, we will need to be careful to distinguish
sensi bl e and pro-conpetitive cost controls fromthe
exerci se of market power that also | owers the anount that
is paid to providers. It is not always easy to separate
the two theories but we nust try.

The dynani cs of conpetition also conplicates
matters by making it harder to conduct a forward | ooking
antitrust analysis. 1In this context, | |like the FTC s
recent initiative to take a retrospective | ook at
consummat ed hospital nmergers because this approach to
merger analysis is premsed in the belief that in the
first instance, the market is capable of sorting things
out .

Post merger reviews, if they can be done well,
and if we have the patience to let the market sort
t hi ngs out, |lessens the pressure to forecast the future.
This is probably helpful in this industry, which is
conplicated and needs extra understandi ng and
flexibility in times of change.

So in sunmmary, conpetition is an inportant part
of the cost containnent process. It is the dynam c that
encourages providers to find new ways to devel op high
quality cost effective nmedicine. It is also the dynamc

that's encouraged payors to find ways to slow the rise
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in health care costs of enployers and enpl oyees.

The challenge for the FTC will be to protect and
preserve conpetition w thout discouraging the
mar ket pl ace i ncentives that are hel pi ng payors,
enpl oyers and enpl oyees control the rise in health care
cost.

MR. BOTTI: Thank you. Let ne start off by
t hanki ng each and every one of you for sonme very
t hought ful and provocative comments to get this panel
started. There's a lot of diversity of opinion that's
just been expressed, but there is sone uniformty, and I
think one of the uniformthenes is we're seeing
i ncreasing health insurance prem uns, increasing costs
in this system and questions of what's the cause of
that are dividing some of you.

If I can coment briefly, I've sort of heard
three different things cone out as primry thenmes. One
is that the payors are consolidating or sonmehow
exerci sing market power.

Two is the principal focus on the hospital
segnment of the industry. The third is Lawence's
comments, that there's evolving consuner preferences
that are perhaps affecting the way in which the system
is operating and allowi ng sone increase in the prices.

| want to focus for a nopbment on one factual
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i ssue, and that is payor consolidation, and I would |ike
to turn to our payor representatives and get your
comments on that. Henry, if | could start with you,
you've had a chance to rest for awhile since you started
first, and ask your views, has there been a
consol i dation among payors? Is it a healthy thing? |Is
it counterproductive in some areas? Can you comrent on
t hat, please?

MR. DESMARAIS: Sure. There has been
consolidation. W heard this norning actually that a
ot of it was not at the |local |evel but was across
geographic regions, so if a payor in California chooses
to purchase a payor in Maryland, that's consolidation,
but I would be hard pressed to show how that's
anti-conpetitive and could produce probl ens.

There's certainly been consolidation with
conpani es, and we know that the federal and state
officials, there is oversight. 1In fact when two payors
tried to nerge, they were told they needed to divest
t hensel ves of certain issues in the State of Texas,
so people were | ooking to see what the inpact would
be of the nerger

So again | think people are watching. There is
sone consolidation going on, but not always at the | ocal

| evel which I think is significant here. | think too we
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hear a | ot that the single payors in a state have a huge
mar ket share of at |least a small part of the nmarket we
want to look at, so | think that's another issue.

We al so have to ask ourselves, What's the
denom nator before we | ook at what the nunmerator is, but
a lot of that is honestly the Blues Plans, and there's
hi storic reasons for that, how they canme about, how they
were fornmed involving both hospitals and physicians and
their initial formation, how many of themremain not for
profit, how many of them have certain obligations placed
upon them by state governnent in ternms of insurer of
| ast resort.

So there's a | ot of conplex issues |I think that
as we |l ook at the market -- | don't know if Stephanie
wants to add anyt hi ng.

MR. BOTITI: Stephanie if you would like to pick
up on it, and let nme ask you in particular, accepting
Henry's point that sonme consolidation may be across
| ocal i zed geographic areas, has there been consolidation
on a local level, the type concentration that may or may
not be anti-conpetitive, but is the type of thing we
| ook at in antitrust?

MS. KANWT: |'m not aware, Mark, of any
conpetitive consolidations by health plans, and | think

t he Departnment of Justice has nade statenments to that
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effect, certainly the former chief Joel Klein, et
cetera. | mean, there's really two questions. One is
do health plans after consolidation have nonopsony
power, and are we | ooking at, as Henry says, the right
denoni nat or

| think one of the many factors that goes in the
m x that people forget is that the bul k of health care
dollars in the United States are spent for Chanpus,

Medi care Medi caid, FEHBP, the other health plans and
they're not the comercial insurance market, so we have
to be careful.

But the other really big point, and Hel en nmade
this just a little while ago, is consunmer choice. You
saw sone slides this nmorning that | thought were
excellent, | think they were Cara Lesser's slides, where
she pointed out that the majority of enployees, health
care consunmers in the United States have a choice of two
or three health plans right now. 60 percent of them
have a choice of two or nore, and 40 percent have a
choice of three or nore, so that's really the bottom
line.

When we start tal king about consolidation in the
abstract, again we have to cone back to what is the
i npact on consumers, and | certainly am not seeing any

conpetitive inpact out there.
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MR. BOTTI: Stephen. Please, go ahead.

MR. FINE: I'msorry. Part of this may be an

i ssue of definition when we tal k about consolidation.
Again in the Phil adel phia nmarket, nmost consuners do have
a choice between nmultiple plans. They could, for
exanpl e, have i ndependence Bl ueCross Keystone,
i ndependence Bl ueCross PPO, Bl ueCross Conmerci al
| ndependence BlueCross | believe it's Blair MII
Adm ni strators. There are five or six different
products.

The parent BlueCross is a not-for-profit
entity. Mst, if not all, of the other health plans
that are subsidiaries are for profit entities. So we
need to | ook again at each market individually, but make
sure that we don't focus on, WAs there a nerger of two
existing plans or did one plan create alternatives but
in an effort to potentially dom nate that market.

MR. BOTTI: Fair enough point, that we need to
get underneath the statistics and see what's neant by
that. Stephen, you've taken a pretty close | ook at
Pennsyl vani a markets, it sounds |ike, and gave us sone
statistics on market share of health plans.

Can you address whether that's the result of
sone type of consolidation? |1Is that a historical nunber

that's been consistent over the years? Has it grown,
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and if there's been growth, what's the source of it?

MR. FOREMAN: I n Pennsylvania we've had two
factors that have contributed to this. One is, as Henry
mentioned, the historical role that the BlueCross firns
have played in the state, and at one point in time back
in the 40s and early 50s before other entry, they were
the only plans.

More recently there's been a nerger of BlueCross
of Western Pennsyl vania and Pennsyl vani a Bl ueShield. As
part of that nerger, | ndependence Bl ueCross gai ned sole
control of Keystone East Health Plan so nerger and
acquisition activities played a role here.

One thing I would like to sort of point out as
an overview on this is that, nunber 1, it should be the
concentration that we |look at in the market that exists,
not necessarily what's historically gone before, and
then nunber 2, if there is a concentrated market, what
do we do with it? In other words, how is that
concentration been used?

Just sort of as an overview so we don't get side
tracked, it's pretty clear that in a |lot of these
concentrated nmarkets, the health plans are not price
takers. In other words, the touchstone of conpetition
that we're argui ng about here would be price taking

behavior. We have price making firms, and we have
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prices that are being set by negotiation. That's not
conpetitive either. That's a game theoretic, and we
haven't really studied the application of gane theoretic
to what's going on here, but |I think it has a | ot of
applicability.

MR. BOTTlI: Helen, in terms of this
concentration if it is occurring on a local |evel and
it's to a significant degree, it would seem i ke
enpl oyers woul d have concern over that vis-a-vis whether
they're getting conpetition anong health insurers. Do
you have a concern? Can you address this?

MS. DARLING Yes, and I'Il do it fromtwo
perspectives, frommy current job and ny prior job where
| used to buy health care for Xerox Corporation around
the country, so | got to know 240 markets real well in
t hat process.

| would say first a couple things. First, |
think it's very inportant, it's the way you all operate,
but it's the way we have to think about it, you cannot
answer nost of our questions one way. You have to say,
VWhat's the market and what's the year you're talking
about .

For exanmple, we had about four or five years
wher e underlying medical costs were actually higher than

what was bei ng charged by sone insurance conpani es, not
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much to be sure, and you had other years where the
underlyi ng nmedical costs, which is where we are right
now, was consi derably bel ow what's being charged in
prem uns where there's a premium So | ooking every year
at every market is extrenely inportant to answer those
guesti ons.

Qur concern and sone of my concerns at Xerox was
that you're going to have problens in |lots of nmarkets
much of the tinme, and you're going to have to deal with
t hem mar ket by market. There was a tinme period | guess,
| have to think a second about what the years were, when
a nunmber of the large health plans were buying each
other, and in fact we had a chaotic tinme in places |like
Texas where you had conpani es |ike (inaudible) being bought
by -- I'll probably get the names wong because you | ose
track of it, but you had sort of a nmess going on because
at the local |evel you had problens, service problens,
del ays, physicians weren't being paid and that kind of
thing. 1In other markets it was working perfectly well
so it varies enormously around the country both by tinme
and by | ocati on.

| think in terms of whether or not the
consolidation, now | just said don't make a
generalization and |I'm going to make one, but right now

there's still in nost markets sufficient conpetition and
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choi ces for enployers, but we certainly think everything
ought to be wat ched.

| mean, nothing should be |eft untouched in
ternms of analysis and information, and what's so
i nportant about | think what you all are tal king about
doi ng now and a nunber of organi zations |ike the Center
are doing is watching these things very closely, so we
have an enpirical basis. W knows what's happeni ng at
every tinme and as quickly as possible, and we al so know
what' s happeni ng market by market, and you all can act
accordingly.

MR. BOTTI: Your comments earlier, | believe you
told us you were concerned about rising premuns, and if
|"minterpreting what you just said properly, you're not
attributing that to consolidation anong payors.

MS. DARLI NG  No, and actually nost of our
enpl oyers don't even pay prem uns. Most of our
enpl oyers are self funded, so right frankly they're
worried to death about clainms. What's driving their
costs right now are clains. There's some concern
soneti mes when there's consolidation, the conmpanies are
able to charge nore or try to charge nore for the
services they provide.

MR. BOTTI: |Is one of the services they provide

negotiating better rates for you anong the hospital s?
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MS. DARLI NG  Absol utely.

MR. BOTTI: Let ne ask how you view the
conpetition anong payors to provide you that service.

Do you have enough payors trying to do that? Are they
trying to do it hard enough, and are they being
successful or not?

MS. DARLING A couple things | would say. Up
until recently they were trying at the |evel they try,
but for the nost part there was plenty of conpetition to
encourage themto do as well as they could and al ways to
do better.

More recently, however, nmeaning in the | ast
coupl e years what's happened with these so-call ed
contract showdowns is no matter who's out there trying
to negotiate what we would consider a reasonable price,
and we can debate one |I'm sure endlessly, and by the
way, we're tal king about cost too. W believe that it's
reasonabl e to have a reasonabl e nunber of costs and al so
per haps sonme paynment for additional services.

There's a huge debate, as you m ght know ri ght
now, in the hospitals feeling that they are underpaid
because their full costs are not paid, so that's a whole
ot her debate, which we could probably have anot her
wor kshop on and m ght be worth doi ng because that's a

maj or probl em
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Some of the markets where the worst contract
showdowns have occurred are the markets with very | arge
nunbers of teaching hospitals, academ c nedical centers,
medi cal schools, sonmetines five or seven in a given
geogr aphi c ar ea.

So they feel they nust have their cost
rei mhursed for a very expensive system so that's one of

our big concerns.

MR. BOTTI: Thank you. Lawrence, do you want to

say sonet hi ng?

MR WJ: | think Helen is right that in many
cities enployers and enpl oyees do have choice, and I
want to tie this back to some of the charts that we've
seen that describe payor concentration in various
mar ket pl aces.

There's one dynam c that falls out of enployer
and enpl oyee choice, and that is enployer and enpl oyee
choice facilitates the entry and exit of health plans,
and that is one dynamc that isn't easy to show on a
Power Point slide, and that is over tinme, there is a | ot
of entry of new health plans, and at the same tine
there's a | ot of exodus of health plans, and it does
make sense because if you | ook at the profits of health
pl ans, health plans are not doing as well as you n ght

think they' re doing.
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So there is this dynamc of entry and exit, and
it makes a difference because if one were to do a study
of says 50 or 60 top MSAs, that is Metropolitan
Statistical Areas in the U S., and | ook at who the
| eadi ng health plan was say in 1994, and then ask the
gquestion four years later, WIIl the |leading plan in 1994
still be the leading plan in 1998? |If you do that
study, you will find that the | eading health plan in
1994 in general was no |onger the |eading plan in 1998.

And that is a dynamc in the health insurance
industry that | think it's easy to forget, but a very
i nportant one in evaluating the market power of the
heal t h pl an.

MR. BOTTI: Okay, Don, let nme ask you to give us
sone comments sonmewhat picking up on what Hel en said,
and that is she had expressed a concern over hospital
costs, and | think nmost of us in this room know t hat
physi ci ans and hospitals interact quite a bit, and
physi ci ans shoul d have a good sense of what's been going
on in the hospital sector, whether that's driving the
cost of these prem unms or not.

One thing that has struck nme, that is, if we've
had consolidation of hospitals, and we have vi gorous
conpetition in health plans, and I'm not purporting to

say any of this is right or not, but let's just work on
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t hat proposition, we should have seen reduced costs in
hospitals and costs being passed through to enployers
and consuners, and nmaybe you can give us the physician's
perspective on whet her hospital consolidation has
delivered on its prom ses or has it led to an exercise
in mar ket power?

MR. PALM SI ANO:  Well, thank you, Mark. On
behal f of the Anmerican Medical Association, |I'mnot the
person to tal k about hospitals and what they delivered
other than the fact that we operate in hospitals, and
what we would like to stress is that when you | ook at
health care cost, we need to go one |ayer down and break
it up as we did in our testinony.

You need to divide out of the physicians. You
need to divide out the hospitals. You need to -- health
care cost, what the insurers are charging, how nmuch goes
to profits so that you break all that up. Our point is
is that physicians -- and | have the advantage of
traveling all over the country to neet physicians on
behal f of the American Medical Association and listen to
their conplaints of what was said earlier, physicians believe
the systemis broken.

| also have the advantage that | continue to
practice when | go home to New Ol eans, and my surgi cal

partners will greet nme and say, What have you been doing
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now up there, did you tell them what's going on, we can
hardly keep the practice going under these
ci rcumst ances.

When | heard a nonment ago that there was no
nonopsony power, and even if it existed, it didn't nake
any difference. | would submt to you that no rational
human being would sign a contract that contains, if they
had any equal bargaining product, all products clauses
most favored nations clauses, it's on page 15 of our
witten testinony, undisclosed fee schedul es.

We don't even know, they can change fee
schedules at will. So how do we budget to buy
equi pnent, to hire staff, to deal with all the turn
backs when you send the insurance in, Oh, it's not a
clean claim please fill out this formand do this, oh
the line's busy, you'll have to call back at another
time, we can't admt the person at this tine.

We' ve gone through a paper norass and there's a
feeling of hopel essness. W do need to work together.
We need to cooperate, and AMA believes maybe the
| ong-term situation, we won't need the Federal Trade
Conmi ssion to do as nuch work in this area, is when we
have defined contribution individual ownership and a way
to nmake it happen, but that's perhaps the future.

Uni | ateral amendnent of the contract by payor,
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sl ow pay, a big problem restrictive definitions of
medi cal necessity. It's not ny job as a physician to
ration necessary care, and if the insurance conpany
prom ses a product, they should deliver on the product.
If they want to exclude a product or service, they ought
to say so in bold print.

The indemnification clauses for patient privacy
violations, now | submt this is evidence on behal f of
the AMA. If an insurance conpany violates the privacy
of the patient, the nmedical record confidentiality, we
have submtted in to Congress contracts that say we are
responsi ble for indemifying the insurance conpany. W
are responsible for their defense costs. Wat rational
human bei ng woul d sign a contract like that if they had
any bargai ni ng power?

And you don't have any power when you deal wth
t hese folks. They say, Take it or |eave it, doctor, so
that's the probl em

As far as the hospitals, you have people here
who can better answer whether hospitals are delivering.
What |'m saying is that this systemis broken.
Physi ci ans want to do ethical science based nedicine.

In a previous panel you tal ked about quality. |
want to get in to the record AMA has a lot of quality

efforts. We're involved in the National Guidelines
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Cl eari nghouse. We're involved in the Physician
Consortium for Performance |Inprovenent. W're involved
in the Practice Guidelines Partnership. W're involved
in so many entities, the JCAHO. We have commi ssioners in
there. We're involved in NCQA, working with them

We founded the National Patient Safety
Foundation before the Institute of Medicine cane out.
We founded that in 1997, and safety as you know is a
maj or conponent of quality, so there are so many things
going on, and | would just hope that the Conm ssion and
t he Justice Departnment would go beyond these words and
do their own independent gathering of data and then |et
all the experts get together and see if this system
allows us to do quality nedicine for our patients.

MR. BOTTI: Let ne ask you to take it a step
further in ternms of getting us guidance is where you
would like to see us go, and I will accept for purposes
of tal king about it the proposition that physicians
don't have bargai ni ng power and that payors do.

Who rol e does antitrust have to play there? |Is
your proposition to give physicians this countervailing
mar ket power? |s that where the AMA would like to see
antitrust enforcenment go, or is there sone type of
response you would like us to make to existing market

power by payors?
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| understand that if there's consolidation that
aggregates it, sure, people would like us to stop that,
but we're tal king about the situation as it is. What
are your thoughts on this?

MR. PALM SIANO. | think earlier you heard Ms.

Hanson tal k about the Rule of Reason approach rather

275

t han aut omati ¢ Per Se treat nent under Section 1 of t he Sher man Act .

Al so on page 15 of the witten testinony, we would |ike
you to | ook at each one of those itenms as well as
additional coments that we have in there and put your
sharp eye on that and say, Does this violate antitrust.

I n other words, does this power prevent true

conpetition in the marketplace. W would lIike you to do

t hat .

Of course the Anmerican Medical Association is

working in many directions, both at the state level. W

tal ked on the state action doctrine, and in Congress we

tal k about the bills that deal with antitrust. You

heard about earlier the Barr/Conyers bill, which by the
way, that bill is different fromthe original Canpbell
bill 1304 in the previous session, and what this bil

does is just nake the Rule of Reason the standard, and it

has two denonstrati on projects.
One denonstration project is basically the

Canpbell nmodel in a small nunber of states and the other
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nodel is the one that basically acts like a state action
doctrine, like they do with certain fisheries and
certain things where you have oversight, some
governnmental oversight. W think the system needs to

be changed because we're headi ng for chaos.

Over head for physicians continues to go up.
Pennsylvania is a particularly hard hit state. 1It's one
of our crisis states, 12 crisis states in the nation
with professional liability prem uns, and so as the
over head goes up and rei nbursenent goes down, 5.4
percent decrease with prediction of another 20 percent
over the next several years, if they don't do sonething
in this Congress, what you're going to have is a quality
probl em because if you can't access a physician when you
need a physician, if you go to Wheeling, West Virginia,
you can't get a neurosurgeon to do trauns.

So that neans when your child is involved in a
soccer ganme or football game and gets hit on the head
and is unconscious for a brief nonment, they won't even
keep the child. They send the child away to Col unbus,
Chio, to Pittsburgh, and the helicopter can't fly in 30
percent of the tinme because there's fog or other adverse
weat her conditions.

This systemis broken right now, and we do need

to go beyond our words, everybody cones in good faith
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trying to present their position and the role of
governnment, as we see it, is to be that objective entity
that | ooks at all of this so that we have true
conpetition. The bottomline is what's in the best
interest of the Anerican public and our patients.

MR. BOTTI: Thank you. This idea of refereeing
the conpetition and nmaking sure it's fair I think is a
good one, and |I'm going to take your comments and turn
t hem over to Stephen Foreman, because, Stephen, | think
when | asked you the question about consolidation, you
said, Let's look at the current situation and where do
we go from here.

Let nme ask you to talk about that. W're
tal ki ng now about if payors have sone type of narket
power, and | say if, | don't know that they do, but if
they have it and they're exercising it, what's your
proposition in ternms of what role antitrust can play in
addressing that?

MR. FOREMAN: | think that ideally we would want
to get to a first best solution on this. If we could
restore conpetition to these markets and there's
mechani sms to do that, we would all be better off. Ruth
G vens here, she has an article, and Doug Hol |l and has an
article, but the optimal size of health insurance firns

is not 4 mllion menbers.
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There's things to think about there, so if we
can restore conpetition at every level of this industry,
we woul d all be better off.

If we're not going to do that, if we're going to
| eave a nmonopolist in place, and I'll start at the
heal th i nsurance level, to presunme that nonopolist can
pass through costs presunes that the nmonopolist is not
currently nonopoly pricing.

| f the nonopolist is nmonopoly pricing as
rati onal nonopolists should do, then they're charging as
much as the market will bear. They're not going to pass
t hrough any nore cost. |If we give enployers
countervailing power in that kind of setting, you may
get a welfare inproving result. | said a mnute ago we
shoul d do some research in this. There's good
countervailing power theory on the books that isn't
wi dely known to peopl e.

The second part of that is that if a nonopoly
payor is deriving nonopoly rent, to give countervailing
power to hospitals or to physicians nmeans that you'l
reall ocate this nmonopoly at random You're not going to
charge nore to the enployer if you think about it, so |
mean, to think all of this through in the countervailing
power setting is one way to go on this.

The other one is we can throw up our hands and
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give up and go to single payor and say, Look, the
consolidation in this industry is too nmuch for us to
bear.

Agai n, sonme of this is a generalization off of
sone prem ses about some markets. Not every market is
consolidating at the payor level. Some markets have
conpetition. O her markets don't, and in those markets
we have payors dictating price. Small businesses don't
negotiate with health insurers in Pennsyl vani a.

Private physician practices in Pennsylvania with
sonme exceptions don't negotiate with the payors. They
have a fee schedule, and in fact there are letters from
t he payors in Pennsyl vania saying, we don't negotiate
with physicians, we can't do it admnistratively.

That's probably right.

So I think we have a list of preferences or
priorities that we ought to go down here before we give
up but restoring conpetition ought to be real high on
our |ist.

MR. BOTTlI: Helen, let's assune we have a market
where we have payors with market power. Is
countervailing market power by physicians and hospitals
the solution that enployers would prefer or what would

t hey have the agencies do in terns of antitrust, or is
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it an antitrust question?

MS. DARLING |I'mnot sure | can answer it, but
|l et me back up a second and see if | can take it from
where he has ended. Most enployers with nmore than 500
enpl oyees, which is a lot, are self funded, and so they
do in fact use networks, and they can shop around. They
have mul tiple networks throughout the country that you
can use. You can buy this PPO network or that PPO
network. There are a | ot of options.

Now, it's true that very small enployers have to
deal with an insured product, but there are nultiple
i nsured product in many places, and then there are nore
t hi ngs com ng down the road, so I'mnot sure it's quite
-- that piece of it isn't as grimat least as | see it
and live it as it sounds |ike.

| think there is definitely the feeling that
right now, and this is why the timng is so inportant,
and this is the first tine |I've been in this ny entire
adult life, the first tinme that |arge enpl oyers feel
that their biggest problemright now is provider
consol i dation, and that has not been true in the past.

They generally are not -- again, this is a
generalization, it may vary by market, but it is not
t he absence of conpeting plans. They do have that.

They have ways that they can pull out of dealing with a
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particul ar pl an.

Now, you could in some markets, especially the
Bl ues, do have sone advantages. States where they used
to have advant ages, they no | onger have the advantages,
and so they're having to change on that so there's
nmovenment in all of them It's |like many noving parts
si mul taneously, and that's why you have to get back to
t he market.

If the FTC s role is to make certain that in
every market and in every situation you have the opti nmal
opportunities, and I know |I'm not using the | anguage of
econom sts, |'mnot an econom st, but the maxi num
opportunities, the optimal opportunities for conpetition
in all of the areas you need to have it in, that's what
we need to make this system work.

| mentioned earlier, but I'll nmention again, how
i nportant the consunmer is today. W are already in a
much nore consuner driven health systemthan we have
ever been in. W are going to be in it for at |east the
next three to five years. Maybe there will be sone
grand solution in our country, but | lived through
Cat astrophi ¢ Coverage Act which got repealed, so | don't
know even if you get sonething passed, it wll
necessarily remain in | aw when peopl e di scover they have

to pay for it. So, we may have a few nore years to work
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at sonme of these problens.

| think in the neantine, there's plenty of
opportunities for the FTC to do what it's tal king about
doi ng and has done, and the dynam cs have changed so
dramatically that perhaps sonme of the unfortunate track
record that you all have suffered from because you tried
and the courts didn't |let you nove will be changed when
t hey |l ook at the new dynam cs.

MR. BOTTlI: Lawence, |'mgoing to cone back to
you because you made a comment | want to follow up on.
How do we tell the difference between good payor
negoti ati on and bad payor negotiation of |ower prices
from physi ci ans and hospital s?

MR. WJ:. That was actually going to be ny follow
up to the comments here, which is to answer your
original question, | don't think there's an easy answer
or a single answer to your question, whether we want to
stop the exercise of market power and the existing payor
or whet her we should give physicians and ot her providers
nor e bargai ni ng power because in the end, as an
econom st, what | want to | ook for is what is happening
to prices and what is happening to quality.

If prices go up and quality goes up and that's
what the enployers and enpl oyees want and are willing to

pay for, then | would view that whatever is being

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

283
i nvestigated as being a response to what enpl oyees and
enpl oyers want .

It's really problematic if there are increases
in price without a corresponding increase in quality,
and/ or no change in price and a decrease in quality, and
this is nothing new for the antitrusters in the room
but again | think that is ultimtely the guiding
principle.

MR. BOTTlI: | think with that, we shoul d
probably wrap up, David?

(Appl ause.)

MR. HYMAN: Some very quick announcenents.

First, I want to thank all the speakers, panelists and
moder ators for today, all of us have benefitted

greatly by their insights. Second, we start tonorrow at
9:15 a.m pronptly. You have to clear through security
again, so please allow an appropriate amount of time for
t hat .

Your property rights for today do not translate
into property rights for tonorrow, so it's a license.
Here at the Comm ssion we adhere to our contracts, so at
5:30, it's time to stop

(Time noted: 5:27 p.m)
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